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Q. 
A. 

Q- 

A. 

Q. 

A. 

TESTIMONY OF JACK E. DAVIS 
ON BEHALF OF ARIZONA PUBLIC SERVICE COMPANY 

(Docket No. E-00000A-02-0051) 

INTRODUCTION 

PLEASE STATE YOUR NAME, ADDRESS AND OCCUPATION. 

My name is Jack E. Davis. My business address is 400 North Fifth Street, 

Phoenix, Arizona 85072. I am President of Energy Delivery and Sales for 

Arizona Public Service Company (“APS” or “Company”). I am also President 

of Pinnacle West Capital Corporation (“PWCC”). 

DID YOU PREVIOUSLY SUBMIT WRITTEN TESTIMONY IN THIS 
CONSOLIDATED DOCKET? 

Yes. I filed both direct and rebuttal testimony in Docket No. E-01345A-01- 

0822. However, since that testimony was never actually heard by the Arizona 

Corporation Commission (“Commission”), I have provided a Statement of 

Qualifications as an attachment to this testimony. See Appendix A. 

WHAT IS THE PURPOSE OF YOUR TESTIMONY IN THIS GENERIC 
PROCEEDING? 

In response to the Commission’s Procedural Order dated May 2, 2002 

(“Procedural Order”), I will discuss the reasons behind the transfer of most of 

the Company’s generating assets to Pinnacle West Energy Corporation 

(“PWEC”). As also requested in the Procedural Order, I will address (Erom a 

layman’s point of view) the issues of affiliate transactions, codes of conduct and 

the division of jurisdic a1 authority over pricing as between this Commission 

latory Commission (“FERC”). 
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Q- 
A. 

Q= 

A. 

11. 

Q* 
A. 

WILL APS PRESENT OTHER WITNESSES? 

Yes. Dr. William Hieronymus will address the questions raised by Staff 

concerning the potential for PWEC to exercise meaningful market power post- 

divestiture. Market power was explicitly identified as a “Track A” issue in the 

Procedural Order. Dr. Hieronymus also discusses the reasons why divestiture of 

APS generation assets to PWEC remains in the public interest. 

WILL ANY OF THE COMPANY WITNESSES DIRECTLY DISCUSS 
COMPETITIVE BIDDING PROCEDURES AND OBJECTIVES IN 
THEIR TESTIMONY? 

No. The Procedural Order has designated these as “Track B” issues. The 

Company has proposed a separate but parallel process of addressing and 

resolving “Track B” issues. 

SUMMARY 

PLEASE PROVIDE A SUMMARY OF YOUR TESTIMONY. 

The Commission’s Electric Competition Rules (A.A.C. R14-2- 160 1, et seq.) 

specifically mandated divestiture of all APS generation assets by December 3 I, 

2000. At the Company’s request, this divestiture was both expressly authorized 

by the Commission and postponed by up to two years as a result of the 1999 

APS Settlement Agreement, which settlement was approved and adopted by the 

Commission in Decision No. 61 973 (October 6, 1999). See Schedule JED- 1 GD, 

attached. An earlier settlement agreement negotiated with Commission Staff in 

1998 but eventually withdrawn, also provided for divestiture of APS generation 

to an affiliated entity. The reasons prompting these various actions by the 

Commission and/or Staff are as valid today as they were in 1998 and 1999. 

They also explain why the divestiture of generation by electric utilities to 

diaries or other affiliated entities 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

111. 

Q. 

A. 

restructuring in other jurisdictions. The Commission has had in place restructuring in other jurisdictions. The Commission has had in place 

comprehensive Affiliate Rules (A.A.C. R14-2-801, et seq.) since 1990. Affiliate 

transactions are also reviewed in individual proceedings, both rate and 

otherwise. Similarly, the Commission and FERC have approved Codes of 

Conduct. In addition, APS has in place implementing Policies & Procedures 

(Commission) for its Commission-approved Code of Conduct and Standards of 

Conduct (FERC) that govern the interaction between affiliated merchant energy 

functions (e.g., PWM&T) and the wire (transmission) functions of APS. These 

existing regulatory policies and powers have proven effective as to those utilities 

covered by such provisions. 

Finally, I am aware that sales to APS of power fkom the wholesale electric 

market are regulated by FERC. This has been true since long before I came to 

the Company, and I am not aware of any proposals to change this jurisdictional 

fact of life. That does not mean, however, that the Commission is powerless to 

either effectively participate in FERC proceedings affecting Arizona consumers 

or that it has surrendered its ability to review discretionary decisions by APS 

management to determine whether they were prudent given the facts and 

circumstances known to APS at the time such decisions were made. 

TRANSFER OF APS GENERATION TO PWEC 

DO THE ELECTRIC COMPETITION RULES DISCUSS THE ISSUE OF 
DIVESTITURE OF GENERATION ASSETS TO AN AFFILIATE? 

Yes. In Decision No. 61969 (September 29, 1999) the Commission reaffirmed 

the already existing provisions of the Electric Competition Rules requiring 

other competitive assets. 
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Q* 

A. 

All competitive generation assets and competitive services 
shall be separated from an Affected Utility prior to January 1,200 1. 

But this story goes back over a year prior to Decision No. 6 1969. In Decision 

No. 61071 (August 10, 1998), the Commission, at Staffs urging, added a 

mandatory divestiture provision to the Electric Competition Rules. Although 

originally proposed as a California-style divestiture to out-of-state merchant 

plant developers, APS and Tucson Electric Power successfully argued for a 

third option - divestiture to an Arizona affiliate. See A.A.C. R14-2-1615. 

That provision was later reaffirmed in Decision No. 61272 (December 11, 

1998) and, of course, in Decision No. 61969. 

WERE THE PROS AND CONS OF DIVESTITURE DEBATED DURING 
THE VARIOUS RULEMAKING PROCEEDINGS THAT EVENTUALLY 
RESULTED IN THE PRESENT ELECTRIC COMPETITION RULES? 

Yes. It had been a topic of considerable debate and analysis since the original 

consideration of the Electric Competition Rules in 1996. Unlike the 50% 

competitive bidding requirement, divestiture was fully subject to the review and 

comment process of Arizona rulemaking - not once but on at least four 

separate occasions. In conclusion, the Commission found that: 

only through the divestiture of competitive services or the 
transfer of competitive services to an affiliate would the 
subsidization and crossovers between monopoly and 
competition be prohibited. 

Decision No. 61272 at Appendix C, p. 33. 

Nearly a year after that Decision, the Commission again considered the issue of 

generation divestiture to an affiliate or affiliates of an Affected Utility and again 

concluded after yet another full-blown rulemaking proceeding that: 

[the] separation of monopoly and competitive services by the 
incumbent Affected Utilities must take place in order to foster 
development of a competitivexrket in Arizona 

-4- 
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Q* 

A. 

Q* 

A. 

the re uirement that competitive generation assets and 
Competitive ervices be se arated to an unaffiliated party 
or to a separate corporate a filiate or affiliates, will 
provide greater protection against cross-subsidization 
than would separation to a subsidiary. 

Decision No. 61969 at 60-61 (emphasis supplied). 

DO THE ELECTRIC COMPETITION RULES IMPOSE ANY DUTIES 
OR RESTRICTIONS ON THE TRANSFEREE(S) OF DIVESTED 
ELECTRIC GENERATION? 

No. 

WHAT DID THE 1999 APS SETTLEMENT AGREEMENT AND THE 
COMMISSION DECISION APPROVING AND ADOPTING SUCH 
SETTLEMENT AGREEMENT HAVE TO SAY ABOUT THE 
DIVESTITURE OF APS GENERATION ASSETS TO AN AFFILIATE? 

Decision No. 61973 reaffirmed for the fourth time that divestiture of the 

‘p -9--s 

Company’s generation to an affiliate was “in the public interest” and thus 

granted: 
I 

all requisite Commission approvals for . . . the creation 
by APS or its parent of new corporate affiliates . . . and 
the transfer thereto of APS’ generation assets . . . 

See 1999 APS Settlement Agreement at $6 4.2 and 4.4. 

In its adoption of the 1999 APS Settlement, the Commission went on to state: 

[Tlhe Commission supports and authorizes the transfer by 
APs to an affiliate or affiliates-its generation and-[mhTr]- -~ 

competitive electric service assets as set forth in the Agreement 
Agreement no later than December 3 1,2002.” 

Decision No. 61973 at 10. 

The Commission further adopted the following language as set forth in the 

ission has determined that allowing the Generation 

- 5 -  
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Assets to become “eligible facilities,” within the meaning of 
Section 32 of the Public Utility Holding Company Act (“PUHCA”), 
and owned by an APS EWG [“Exempt Wholesale Generator”] 
affiliate (1) will benefit consumers, (2) is in the public interest, 
and (3) does not violate Arizona law. 

Id. at Attachment 1, p.7. 

Unlike most settlements before the Commission, the 1999 APS Settlement 

Agreement provided for the Commission itself to become a party to the 

settlement by virtue of its approval of that settlement in Decision No. 61973. 

The legality of the 1999 APS Settlement Agreement, including the 

Commission’s inclusion as a party to the settlement, and Decision No. 61973 

survived unscathed through two separate judicial appeals, the last of which was 

finally decided in December of 2001. In upholding the 1999 APS Settlement 

Agreement, the Arizona Court of Appeals stated: 

The agreement requires APS to divest its generation assets by December 
3 1,2002, and requires the Commission approve the formation of an APS 
affiliate to acquire those assets at book value. [Opinion at 7 8.1 

Section 6.1 [of the Settlement] makes the Commission a party to the 
agreement, and section 6.2 precludes the Commission from taking or 
proposing any action inconsistent with the agreement and requires the 
Commission to actively defend it. [Opinion at 7 33.1 

-~ 

The general rule, however, is that a contract that extends beyond the 
terms of the members of a public b o m a l i d  if made in good faith and 
if its does not invol 
services for the boar 
Council has not alleg 
in good faith, and the 
Commission member 
future commissions. 
at 71 38.1 
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A. 

WAS DIVESTITURE A KEY ELEMENT OF THE SETTLEMENT? 

Yes. Divestiture of APS generation was at the very heart of the 1999 APS 

Settlement Agreement from the time of its original submission to the 

Commission in May 1999. It was an express part of the Company’s bargained- 

for consideration in the agreement. APS would have never entered into any 

settlement that did not guarantee its ability to divest its generation to an affiliate 

or affiliates, that did not require the Commission to make the findings of fact 

necessary for that affiliate or affiliates to be an “Exempt Wholesale Generator,” 

or that did not allow the recovery of transition costs. 

Q. ASIDE FROM THE 1999 APS SETTLEMENT AGREEMENT ITSELF, 
HAVE APS AND ITS PARENT CORPORATION, PWCC, TAKEN 
SPECIFIC STEPS IN REGARD TO DIVESTITURE OF APS 
GENERATING ASSETS TO PWEC? 

A. Yes. These include: 

1) forming PWEC and subsequently obtaining a financial credit 
rating (contingent upon transfer of the APS generating assets) 
for PWEC from major credit rating agencies; 

reorganization and reassignment of APS personnel to PWM&T 
and PWEC and the retention by PWEC of new personnel 
to both operate APS generation and to engage in the construction 
of new generation; 

2) 

3) PWEC’s initiation of over $1 billion dollars in new 
generation construction to serve APS retail customers, which  
decision was wholly dependent upon the ability to acquire 
existing APS generation under the provisions of the Electric 
Competition Rules and the 1999 APS Settlement Agreement; 

provision of interim financing by PWCC for PWEC’s 
construction of new generation to serve APS load, which 
financing has placed an extreme burden on PWCC without 
the ability to collateralize the APS generating assets; 

4) 

- 7 -  
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development of a comprehensive “buy-back” purchase power 
agreement (“PPA”) whereby APS generating assets could 
remain dedicated to APS retail customers at cost-based prices; 

notice to or consents from some 3500 co-participants, 
fuel suppliers, government entities, creditors, etc., for 
transfer of the APS generation and related contracts, 
permits, rights-of-way, letters of credit, etc.; 

preparation of requests for and the securing of several private 
letter rulings from the IRS addressing the transfer of APS 
generation to PWEC and the continued tax-advantaged status 
of the Palo Verde Nuclear Generating Station (“PVNGS”) 
decommissioning trust; 

preparation of legal documents of transfer (deeds, bills 
of sale, assignments, etc.); 

preparation of the data required by Decision No. 61973 to be 
included in the 30-day notice of transfer, presently to be filed 
on August 1,2002; and 

submission of an application to the Nuclear Regulatory 
Commission (“NRC”) for the transfer of the Company’s 
operating license at PVNGS. 

The last two critical path events prior to the actual transfer are: 1) securing NRC 

approval of a license transfer for the operation of the PVNGS; and 2) securing 

approval from the owners of or (more likely) a buyout of the secured lease 

Xgi3iGn-s (‘‘SLBs? a s s o G i E w i t h  the previously authorized 

sale/leaseback of PVNGS Unit 2. APS submitted its application for operating 

license transfer to the NRC last month. Approval is expected within no more 

than six months from the date of filing. Also, the Company will initiate buyout 

of the SLBs in the next couple of months. This buyout will be an extremely 
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expensive proposition and will significantly increase the divestiture-related 

expenditures incurred by APS to date. 

DID ANYONE OPPOSE THE DIVESTITURE PROVISIONS OF THE 
1999 APS SETTLEMENT AGREEMENT? 

No. Obviously none of the signatories were in disagreement over the necessity 

of such a restructuring of the Company’s lines of business into competitive and 

non-competitive entities. And no non-signatory participant in the proceeding 

resulting in approval and adoption of the 1999 APS Settlement Agreement, 

including Staff, was opposed to divestiture. 

Q. 

A. 

Q. YOU PREVIOUSLY MENTIONED A 1998 SETTLEMENT WITH 
COMMISSION STAFF. DID THAT SETTLEMENT ALSO INCLUDE A 
DIVESTITURE REQUIREMENT? 

Yes. Staff, APS and Tucson Electric Power Company (“TEP”) negotiated a 

three-way agreement wherein APS would acquire some of TEP’s generation and 

TEP would acquire the Company’s EHV transmission assets. APS would then 

be required to divest the combined APS/TEP generation to an affiliate. 

A. 

Q. DID EITHER SETTLEMENT AGREEMENT IMPOSE ANY 
CONDITIONS ON THE AFFILIATE RECEIVING APS GENERATION 
ASSETS? 

No. In fact, neither Staff nor the Commission, or for that matter, any of the A. 

signatories to either agreement, ever suggested that any conditions be imposed. ~~~~ 

Q. 

A. 

ARE DIVESTITURE AND COMPETITIVE BIDDING UNDER RULE 
1606(B) LINKED? 

Absolutely, both in the historical context of the Electric Competition Rules and 

in the practical sense. I say historical context because the two provisions [Rule 

1606(B) and Rule 16151 arose at the same time and have always been 

e approval process of the 
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IV. 

Q- 

A. 

1999 APS Settlement Agreement, the variance granted to Rule 1606(B) was 

referred to as a “corresponding delay,” that is, “corresponding” to the delay in 

implementation of Rule 16 15. Moreover, the competitive bidding and other 

power procurement provisions of Rule 1606(B) refer only to “Utility 

Distribution Companies,” which in the parlance of the Electric Competitions 

Rules is used only to describe Affected Utilities such as APS in their post- 

divestiture state of restructuring. Practically speaking, it would make little sense 

for a still vertically-integrated utility to bid for resources it already owns, a 

concession that even merchant generators such as Sempra have acknowledged in 

response to the Company’s data requests. 

AFFILIATE RULES AND CODE OF CONDUCT 

HOW LONG HAS THE COMMISSION HAD COMPREHENSIVE 
AFFILIATE TRANSACTION REGULATIONS IN EFFECT? 

The Affiliate Rules were, in their present form, enacted in 1990. They address 

both specific types of affiliate transactions and more generic issues such as cost 

allocation, diversification, etc. The Affiliate Rules are organized as follows: 

Rule 801 - Definitions 

Rule 802 - Applicability (Class A utilities and affiliates) 

Rule 803 - Regulates organizations and reorganizations at the 
holding compan level; this includes any acquisition of or divestiture 
of an affiliate o the Arizona utility and even the acquisition or 
divestiture of a f i n a n c i a E i t e m m s u c h i a t e  

Rule 804 - Re uires prior ap roval of specific transactions 

books and records available to the Commission 

Rule 805 - Requires annual report on affiliates and affiliated transactions 
as well as hture business plans of the holding company and affiliates 

Rule 806 - Allows waivers of Affiliate Rule if “in the public interest” 

~~ 

fy 

between the uti 9 ity and any a P filiate; requires affiliates to make 
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Q. DID THE COMMISSION ALSO ADDRESS AFFILIATE 
TRANSACTIONS IN INDIVIDUAL ORDERS PRIOR TO THE 
ENACTMENT OF COMPREHENSIVE AFFILIATE RULES? 

Yes. In Decision Nos. 56548 (July 12, 1989) and 55196 (September 18, 1986), 

the Commission imposed both substantive and procedural provisions governing 

affiliate transaction specific to APS and its affiliates. These orders were 

subsequently rescinded or modified by the Commission, but they evidence that 

the Commission is far from powerless to address concerns about the potential 

for affiliate abuse. Moreover, the Commission still retains the power to disallow 

affiliate charges in rate proceedings if it finds them imprudent. 

DO SOME OR ALL THE MERCHANT PLANT INTERVENORS HAVE 
REGULATED ELECTRIC UTILITY AFFILIATES? 

Yes, although most of them claimed that information was either confidential or 

claimed not to know what the word “affiliate” meant. Sempra, Reliant, Duke, 

PanddTECO, PG&E, AES and PPL all have traditional electric utility affiliates. 

A. 

Q. 

A. 

Q. 

A. 

WILL ANY OF THEM BE SUBJECT TO THE AFFILIATE RULES? 

Not unless the Commission chooses to make them so. At present, only entities 

affiliated with an Arizona electric utility having at least $5 million in annual 

retail sales are subject to affiliate restrictions, and according to Commission 

records, no such Arizona retail utility affiliates of the merchant plant intervenors 

_ _ _ ~  ~ ~ ~ _ _ _ _ ~ ~  

Q. 

A. 

DOES APS PRESENTLY HAVE IN EFFECT A CODE OF CONDUCT 
GOVERNING ITS RELATIONS WITH VARIOUS AFFILIATES? 

It has both a Commission-approved Code of Conduct and a FERC-approved 

Code of Conduct. Below is a brief description of the origin and purpose of each 

of these Codes of Conduct: 
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The Commission-approved Code of Conduct is in accordance with Rule 16 16 of 

the Electric Competition Rules and represented a Staff-APS joint proposal. 

Subsequent to the Code of Conduct’s approval in Decision No. 62416 (April 3, 

2000), the Company submitted Policies & Procedures (“P&P”) to implement the 

Code of Conduct, which were in turn reviewed by Commission Staff for 

conformity with the requirements of Decision No. 624 16. 

The FERC Code of Conduct is intended to protect captive customers from 

subsidizing unregulated or competitive activities. The Standards of Conduct 

prevent discriminatory access to both physical facilities and network 

information. See Re Pinnacle West Capital Corp., 95 FERC 761,300 at 62,026 

(200 I). 

DO YOU BELIEVE THE COMMISSION’S AFFILIATE RULES AND 

ARE SUFFICIENT TO PREVENT AND REMEDY AFFILIATE ABUSE? 

Yes, They are more than sufficient, at least for utilities that are covered by them 

such as APS. As noted above, the Commission can also issue individual orders 

both in and outside the context of rate proceedings on this issue and can disallow 

the recovery of specific costs from Arizona consumers. Neither of these is true, 

of course, with regard to those power suppliers in Arizona that are exempt from 

the Affiliate Rules and the requirements of Rule 1616, and which are not 

otherwise “public service corporations.” I will concede that most, but not all 

these entities, have FERC Codes of Conduct and are subject to FERC’s 

Standards of Conduct. Whether that standing alone is sufficient to address any 

THE COMMISSION AND FERC-APPROVED CODES OF CONDUCT 

~ ~ _ _ _ ~ ~  

Commission concerns is an issue for the Commission to determine in this or 
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V. THE JURISDICTIONAL ISSUE 

Q. WOULD DIVESTITURE OF APS’ GENERATION TO PWEC RESULT 
IN THE FERC HAVING JURISDICTION OVER APS PURCHASES OF 
ELECTRICITY? 

FERC has had that jurisdiction since the 1930s. The transfer of APS generation 

to PWEC or, for that matter, to anyone else, would not change that fact. 

Without significant owned-generation, however, APS will obviously have to 

A. 

purchase most of its Standard Offer service requirements from wholesale 

suppliers. This too has always been understood since the first additions of Rule 

1606 and Rule 16 15 to the Electric Competition Rules back in 1998. However, 

by submitting its proposed PPA to the Commission for its review and approval 

even prior to filing the agreement with FERC, the Company offered the 

Commission an opportunity quite possibly not available to it should it be 

required to purchase power fkom non-affiliates. 

EVEN THOUGH DIVESTITURE DOES NOT CHANGE THE HISTORIC 
JURISDICTIONAL SEPARATION BETWEEN STATE AND FEDERAL 
REGULATORS, SHOULDN’T THE COMMISSION BE CONCERNED 
THAT FERC WILL PERMIT HIGHER RATES THAN WOULD HAVE 
BEEN THE CASE UNDER THIS COMMISSION’S TRADITIONAL 
RATEMAKING SYSTEM? 

No. Such FERC-authorized rates might be either higher or lower than cost-of- 

service, unless the wholesale transaction itself is cost-based in the same manner 

as the proposed PPA. But to the extent APS must obtain power from non- 

affiliated sources, it is a risk the Commission has already decided to accept 

under the competitive-bidding or other market-based power acquisition 

strategies contemplated by Rule 1606(B). In the Staff Report dated March 22, 

2002, the need for Commission monitoring of and participation in FERC market 

etail. Letters in this Docket fi-om two of the 

s such a Commission role. APS supports 

Q. 

A. 
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VI. 

Q* 
A: 

Q* 

A. 

these efforts and believes the Commission can be an effective voice in support 

of Arizona consumers. 

CONCLUSION 

DO YOU HAVE ANY CONCLUDING REMARKS? 

Yes. Divestiture of APS generation to PWEC has been a requirement of the 

Electric Competition Rules for years. It was an integral part of two settlements, 

the second of which was adopted by the Commission and upheld as binding by 

the Courts. Over the past 20 months, APS has undertaken numerous steps and 

spent millions of dollars to be in a position to effectuate that divestiture as 

agreed to in 1999. Divestiture is also the basis for the competitive bidding 

provision of Rule 1606, which makes absolutely no sense in its absence. 

The Commission and FERC have adequate provisions in place to prevent, detect 

and correct affiliate abuse and discriminatory treatment of any nature. These 

include comprehensive Affiliate Rules and Codes of Conduct (and the P&P and 

FERC Standards of Conduct), individual orders, and after-the-fact rate reviews. 

APS purchases from the competitive wholesale market are and have been 

regulated by FERC. The Commission has full power and authority to monitor 

and participate in FERC proceedings and can review the prudence of 

discretionary APS procurement decisions afier-the-fact in individual rate cases. 

Under terms of the proposed PPA, Commission involvement would also have 

been extended to encompass before-the-fact review and approval. 

DOES THAT CONCLUDE YOUR INITIAL WRITTEN TESTIMONY IN 
THIS GENERIC PROCEEDING? 





STATEMENT OF WITNESS QUALIFICATIONS 

Jack E. Davis is President for Pinnacle West Capital Corporation (PWCC) and President 
of Energy Delivery and Sales for Arizona Public Service Company (APS). As President 
of PWCC, Mr. Davis has responsibility for Bulk Power Marketing & Trading. As APS 
President for Energy Delivery and Sales, Mr. Davis has responsibility for Transmission 
Planning and Operations, Customer Service, Economic Development, and Pricing and 
Regulation. Mr. Davis is also on the Boards of PWCC and APS, as well as the Boards of 
APS Energy Services and PinnacIe West Energy Corporation. 

Mr. Davis graduated from New Mexico State University in 1969 with a Bachelor of 
Science Degree in Medical Technology and in 1973 with a Bachelor of Science in 
Electrical Engineering. He joined A P S  in 1973 and has held various supervisory and 
managerial positions in both the APS System Planning and Power Contracts and APS 
System Operations Departments. In 1990, Mr. Davis was named APS Director of System 
Development and Power Operation and thereafter promoted to APS Vice-president of 
Generation and Transmission in 1993. In October 1996, he was named APS Executive 
Vice-president of Commercial Operations and in 1998 he was promoted to the position of 
APS President, Energy Delivery and Sales. In March of 2000, he became the Chief 
Operating Officer for PWCC and in February 2001, was promoted to President of 
PWCC. 

Mr. Davis has served as the past-Chairman of the Western Systems Coordinating Council 
(WSCC) and is a member of its Board of Trustees. He is also past-Chairman on the 
Western Systems Power Pool as well as past-President of Western Energy and Supply 
Transmission (WEST) Associates. Mr. Davis is presently a member of the National Electric 
Reliability Council Board of Trustees, and he is a registered professional Engineer in the 
State of Arizona. 
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DECISIONNO. (LI r473.- 
OPINION AND ORDER 

July 12, 1999 (pre-hearing conference), July 14, 15, 16, 
19,20, and 21,1999 

DATES OF HEARING: 

?LACE OF HEARING: Phoenix, Arizona 

?RESIDING OFFICER: Jerry L. Rudibaugh 

N ATTENDANCE: 

QPEARANCES: 

Carl J. Kunasek, Chairman 
Jim Irvin, Commissioner 

Mr. Steven M. Wheeler, Mr. Thomas Mumaw and Mr. 
Jeffrey B. Guldner, SNELL & WILMER, LLP, on 
behalf of Arizona Public Service Company; 

Webb Crockett and Mr. Jay Shapiro, 
FENNEMORE CRAIG, on behalf of Cyprus Climax 
Metals, Co., ASARCO, Inc., and Arizonans for Electric 
Choice & Competition; 

Mr. Scott S. Wakefield, Chief Counsel, and Ms. Karen 
Nally on behalf of the Residential Utility Consumer 
Office; 

.Ms. Betty Pruitt on behalf of the Arizona Community 
Action Association; 

Mr. Timothy Hogan on behalf of the Arizona 
Consumers Council; 
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Mr. Robert S. Lynch on behalf of the Arizona 
Transmission Dependent Utility Group; 

Mr. Walter Wi Meek on behalf of the Arizona Utility 
Investors Association; 

Mr. Douglas C. Nelson, DOUGLAS C. NELSON, P.C., 
on behalf of Commontvealth Energy Corporation; 

Mr. Lawrence V. Robertson, Jr., MUNGER & 
CHADWICK, and IMS. LesIie Lawner, Director 
Government Affairs on behalf of Enron Corporation, 
and Mr. Robertson on behalf of PG&E Energy Services; 

Mr. Lex J. Smith. BROWN & BAIN. P.A.. on behalf of 
Illinova Energy Partners and Sempra Eneriy Trading; 

Mr. Randall H. Werner, ROSHKA, HEYMAN & 
DeWULF, P.L.C., on behalf of NEV Southwest; 

Mr. Norman Furuta on behalf of the Department of the 
Navy; 

Mr. Bradley S .  Carroll on behalf of Tucson Electric 
Power Company; and 

Mr. Christopher C. Kempley, Assistant Chief Counsel 
and Ms. Janet F. Wagner, Staff Attorney, Legal Division 
on behalf of the Utilities Division of the Arizona 
Corporation Commission. 

%Y THE COh.IiMISSION: 

On December 26, 1996, the Arizona Corporation Commission (“Commission”) in Decision 

40. 59943 enacted A.A.C. R14-2-1601 through R14-2-1616 (“Rules” or “Electric Competition 

:des”). 

On June 22, 1998, the Commission issued Decision No. 60977, the Stranded Cost Order 

rhich required each Affected Utility to file a plan for stranded cost recovery. 

On Au,oust 10, 1998, the Commission issued Decision No. 6 107 1 which made modifications 

the Rules on an emergency basis. 

On August 21, 1998, Arizona Public Service Company (“APS”) filed its Stranded Costs plan. 

On November 5, 1998, -MS filed a Settlement Proposal that had been entered into with the 

Our November 24, 1998 

On November 25, 1998, the Commission issued 

 omm mission's Utilities Division Staff (“Staff Settlement Proposal”). 

rocedural Order set the matter for hearing. 
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Decision No. 61259 which established an expedited procedural schedule for evidentiary hearings on 

the Staff Settlement Proposal. 

On November 30, 1998, the Arizona Attorney General’s Office, in association with numerous 

other parties, filed a Verified Petition for Special Action and Writ of Mandamus with the Arizona 

Supreme Court (“Court”) regarding the Commission’s November 25, 1998 Procedural Order, 

Decision No. 61259. The Attorney General sought a Stay of the Commission’s consideration of the 

Staff Settlement Proposal with APS and Tucson Electric Power Company (“TEP”). 

On December 1, 1998, Vice Chief Justice Charles J. Jones granted a Motion for Immediate 

Stay of the Procedural Order. On December 9, 1998, the Commission Staff filed a notice with the 

Supreme Court that the Staff Settlement Proposal had been withdrawn fiom Commission 

consideration. 

On April 27, 1999, the Commission issued Decision No. 61677, which 

60977. On May 17, 1999, APS filed with the Commission a Notice of Filing, Application for 

ent” or “Agreement’’) ’ and Request for Procedural proval of Settlement Agreement (“Settl 

Order. 

Our May 25,1999 Procedural Order set the matter for hearing commencing on July 14,1999. 

This matter came before a duly authorized Hearing Officer of the Commission at its offices in 

Phoenix, Arizona. APS, Cyprus Climax Metals, Co., ASARCO, hc., Arizonans for Electric Choice 

8c Competition (“AECC”), Residential Utility Consumer Office (“RUCO”), the Arizona Community 

Action Association (“ACAA”), the Arizona Consumers Council, the Arizona Transmi 

Dependent Utility Group, the Arizona Utility Investors Association, 

Energy Services, Illinova Energy Partners, Sempra Energy Trading, NEV Southwest, the Department 

of the Navy, Tucson EIectric Power Company, Commonwealth Energy Corporation 

The Parties to the Proposed Settlement are as follows: the Residential Utility Consumer Ofice, Arizona Public 
Service Company, Arizona Community Action Association and the Arizonans for Electric Choice and Competition which 
is a coalition of companies and associations in support of competition that hcludes Cable Systems IntCXIIatiOMl, B W  
Copper, Motorola, Chemical Lime, Intel, Honeywell, Allied Signal, Cypr~r  Climax Metals, Asarco, Phelps Dodge, 
Homebuilders of Central Arizona, Arizona Mining Industry Gets Our Support, A r i Z o ~  Food Marketing Alliance, 
Arizona Association of Industries, Multi-housing Association, Arizona Rock Products Association, Arizona 
Restaurant Association, Arizona Retailers Association, Boeing, Arizona School Board Association, National Federation 
of Independent Business, Arizona Hospital Association, Lockheed Martin, Abbot Labs and Raytheon. 

I 
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(“Commonwealth”) and Staff of the Commission appeared through counsel. Evidence was presentec 

concerning the Settlement Agreement, and after a full public hearing, this matter was adjournec 

pending submission of a Recommended Opinion and Order by the Presiding Officer to thc 

Commission. In addition, a post-hearing briefing schedule was established with simultaneous brief! 

filed on August 5, 1999. 

DISCUSSION 

htroduction 

The Settlement provides for rate reductions for residential and business customers; sets the 

mount, method, and recovery period of stranded costs that AF’S can collect in customer charges; 

:stablishes unbundled rates; and provides that APS will separate its generating facilities, which will 

)perate in the competitive market, from its distribution system, which will continue to be regulated. 

According to APS, the Settlement was the product of months of hard negotiations With 

rarious customer groups. APS opined that the Settlement provides many clear benefits to customers, 

iotential competitors, as well as to APS. Some of those benefits as  listed by APS are as follows: 

Allowing competition to commence in APS’ service territory months before otherwise 
possible and expanding the initial eligible load by 140 MW; 

Establishing both Standard Offer and Direct Access rates, and providing for annual 
rate reductions with a cumulative total of as much as S475 million by 2004; 

Ensuring stability and certainty for both bundled and unbundled rates; 

Resolving the issue of APS’ stranded costs and reslatory asset recovery in a fair and 
equitable manner; 

Providing for the divestiture of generation and competitive services by APS in a cost- 
effective manner; 

Removing the specter of years of litigation and appeals involving A P S  and 
Commission over competition-related issues; 

Continuing support for a regional IS0 and the AISA; 

Continuing support for low income programs; and 

Requiring APS to file an interim code of conduct to address affiliate relationships. 

4 DECISION NO. (a/ 3 
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The Settlement was entered into by RUCO and the ACAA reflecting Agreement by 

residential customers of APS to the Settlement’s terms and conditions. In addition, the Settlement 

was executed by the AECC, a coalition of commercial and industrial customers and trade 

ssociations, AECC opined that since residential and non-residential customers have agreed to the 

Settlement, the “public interest” has been served. AECC indicated the Settlement was not perfect but 

was the result of “give and take” by each of the parties. Accordingly, AECC urged the Commission 

to protect the “public interest” by approving the Settlement and not allow Energy Service Providers 

:“‘ESPs’’) to delay the benefits that competition has to offer. 

Legal Issues: 

The Arizona Consumers Council (“Consumers Council”) opined that the Agreement was not 

legal because: (1) there was no 111 rate proceeding*; (2) Section 2.8 of the Agreement violates 

A.R.S. Section 40-246, regarding Commission initiated rate reductions; and (3) the Agreement 

illegally binds hture Commissions. According to the Consumers Council, the Commission does not 

have evidence to support a finding that the rates proposed in the Agreement are just and reasonable; 

that the rate base proposed is proper; and asserted the proposed adjustment clause can not be 

established outside a general rate case. 

Staff argued that the Commission in Decision No. 59601, dated April 26, 1996, has 

previously determined just and reasonable rates for APS which must be charged until changed in a 

rate proceeding. According to Staff, this case is not about changing existing rates, but instead 

involves the introduction of a new service - direct access. The direct access r 

to replicate the revenue flow from existing rates. Staff opined 

lawfully, approved rates f i r  new services outside of a rate case. Further, Staff asserted that the rates 

proposed in the Settlement are directly related to a complete financial review. Staff indicated that the 

Consumers Council has provided no contrary information and should not be allowed to collaterally 

attack Decision No. 59601. 

APS argued that no determination of fair value rate base (“FVRB”), fair value rate of return 

Although the Consumers Council indicated they did not believe a full rate proceeding was necessary, it is 2 

unclear as to the type of proceeding the Consumers Council believed was necessary. 

5 DECISION NO. 4 -?A 
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(“FVROR”), or other financial analysis is legally necessary to justify current APS rate levels, allov 

the introduction of a new service, or to evaluate a series of voluntary rate decreases. In spite of that 

APS did provide information to support a FVRB of S5,195,67~,000 and FVROR of 6.63 percent. Nc 

ather party presented evidence in support of a FVRB or FVROR. Staff supported APS. 

We concur with Staff and APS. The Consumers Council has provided no legal authority tha 

% full rate proceeding is necessary in order to adopt a rate reduction or rates for new services 

Further, pursuant to the Arizona Constitution, the Commission has jurisdiction over ratemakin: 

natters. We also find that notice of the application and hearing was provided and that APS ha: 

xovided sufficient financial information to support a finding of FVRB and FVROR. Lastly, thiz 

:omission can clearly bind hture Commissions as a result of its Decision. However, as late1 

iiscussed, we agree there are limitations to such legal authority. 

ihouuine. Credit 

One of the most contentious issues in the hearing was the level of the “shopping credit.” The 

‘shopping credit” is the difference between the customer’s Standard Offer Rate and the Direct Access 

<ate available to customers who take service fiom ESPs. The ESPs generally argued that the 

;ettlement’s “shopping credits” were not sufficient to allow a new entrant to make a profit. AECC 

’pined that such an argument was nothing more than a request to increase ESP’s profits. 

Staff opined that the “shopping credit” was too low and recommended it be increased without 

mpacting the stranded cost recovery amount of $350 million. Under Staffs proposal, the increased 

shopping credit” would be offset by reducing the competitive transition charge (“CTCs”). Further, 

daff recommended that any stranded costs not collected could simply be deferred and collected after 

004. 

The AECC expert testified that the “shopping credit” under the Agreement was superior to the 

Shopping Credit” in the Staff Settlement Proposal as well as the one offered to SRP’s customers. 

9 s  argued that artificially high shopping credits will likely increase ESP profits without lowering 

ustomer rates and will encourage inefficient firms to enter the market. Based on the analysis of the 

6 
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4OkW to 200 kW customer group3, APS showed an average margin on the “shopping credit” of oveI 

3 mils per kWh or a 23 percent markup over cost. APS asserted that the test for a reasonable 

‘shopping credit” “should not be whether ESPs can profit on all APS customers 4 of the time”. 

Based on the evidence presented, the “shopping credits” appear to be reasonable to allow 

ESPs to compete in an efficient manner. Further, we do not find customer rates should be increased 

iimply to have higher “shopping credits”. 

Metering and Billing Credits 

The metering and billing credits resulting from the Agreement are based on decremental costs. 

Several of the ESPs and Staff argued that these credits should be based upon embedded costs and not 

lecremental costs. APS responded that such a result could cause them to lose revenues since its costs 

would only go down by the decremental amounts. Staff testified that the Company would not lose 

significant income if it used embedded costs since it would free up resources to service new 

xstomers. 

We concur. The proposed credits for metering, meter reading and billing4 will result in a 

lirect access customer paying a portion of APS costs as well as a portion of the ESP’s costs. We 

believe this would stymie the competitive market for these services. As a result, we find the approval 

3f the Settlement should be conditioned upon the use of Staffs proposed credits for metering, meter 

reading, and billing. 

Proposed One-Year Advance Notice Requirement: 

Section 2.3 provides that 

“Customers greater than 3MW who chose a direct access supplier must give APS one 
year’s advance notice before being eligible to return to Standard Offer service.” 
[emphasis added] 

Several parties expressed concerns that the one-year notice requirement to return to Standard 

Offer service would create a deterrent to load switching by large industrial, institutional and 

commercial customers. PG&E proposed that any increased cost could be charged directly to the 

Represents Over 80 percat of the general service customers for competitive access in phase one. 
For example, the monthly credits for a direct access residential customers are $1.30, $0.30, and $0.30 for 

3 

4 

metering, meter reading and billing, respectively. 
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customer as a condition to its return. 

We agree that APS needs to have some protection fiom customers leaving the system when 

market prices are low and jumping back on Standard Offer rates when market prices go up. The 

suggestion by PG&E that the customer be allowed to go back to the Standard Offer if the customer 

pays for additional costs it has caused is a reasonable resolution. Accordingly, we will order APS to 

submit substitute language on this issue. 

Section 2.8 

Several of the parties expressed concern that Section 2.8 of the Agreement allows APS to seek 

rate increases under specified conditions. Additionally, as previously discussed, the Consumers 

Council opined that Section 2.8 violated A.R.S. Section 40-246. Staff recommended the Commission 

condition approval of the Agreement on Section 2.8 being amended to include language that the 

Commission or Staff may commence rate change proceedings under conditions paralleling those 

provided to the utility, including response to petitions submitted under A.R.S. 9 40-246. 

We agree that Section 2.8 is too restrictive on the Commission’s hture action. Accordingly, 

we will condition approval of the Agreement on inclusion of the following language in Section 2.8: 

. Neither the Commission nor APS shall be prevented from seeking or 
authorizing a change in unbundled or Standard Offer rates prior to July 1, 
2004, in the event of (a) conditions or circumstances which constitute an 
emergency, such as an inability to finance on reasonable terms, or (b) 
material changes in APS’ cost of service for Commission-regulated 
services resulting from federal, tribal, state or local laws, regulatory 
requirements, judicial decisions, actions or orders. Except for the changes 
otherwise specifically contemplated by this Agreement, unbundled and 
Standard Offer rates shall remain unchanged until at least July 1,2004. 

Section 7.1 

The Consumers Council opined that there was language in the Agreement which would 

llegally bind future Commissions. While Staff disagreed with the legal opinion of the Consumers 

Zouncil, Staff was concerned with some of the binding language in the Agreement and in particular 

vith the following language in Section 7.1: 

7.1. To the extent any provision of this Agreement is inconsistent with any existing 
or hture Commission order, rule or regulation or is inconsistent with the Electric 

8 DECISIONNO. (Q 1 77 3 
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Competition Rules as now existing or as’may be amended in the future, the provisions of 
this Agreement shall control and the approval of the Agreement by the Commission shall 
be deemed to constitute a Commission-approved variation or exemption to any 
conflicting provision of the Electric Competition Rules. 

Staff recommended the Commission not approve Section 7.1. 

We share Staffs concerns. We also recognize that the parties want to preserve their benefits 

to their Agreement. We agree with the parties that to the extent any provision of the Agreement is 

inconsistent with the Electric Competition Rules as finalized by the Commission in September 1999, 

the provisions of the Agreement shall control. We want to make it clear that the Commission does 

not intend to revisit the stranded cost portion of the Agreement. It is also not the Commission’s 

intent to undermine the benefits that parties have bargained for. With that said, the Commission must 

De able to make rule changes/other future modifications that become necessary over time. As a 

result, we will direct the parties and Staff to file within 10 days, a revised Section 7.1 consistent with 

the Commission’s discussions herein and subsequently approved by this Commission. . 

Generation Affiliate 
Section 4.1 of the Agreement provides the following: 

4.1 The Commission will approve the formation of an affiliate or affiliates of APS 
to acquire at book value the competitive services assets as currently required by the 
Electric Competition Rules. In order to facilitate the separation of such assets 
efficiently and at the lowest possible cost, the Commission shall grant APS a two-year 
extension of time until December 31, 2002, to accomplish such separation. A similar 
two-year extension shall be authorized fo 

Related to Section 4.1 is Section 2.6(3) which allows APS to defer costs of forming the generation 

affiliate, to be collected beginning July 1,2004. 

mpliance with A.A.C. R14-2-1606P). 

According to NEV Southwest, APS indicated that it intends to establish a generation affiliate 

under Pinnacle West, not under APS. Further, that APS intends to procure generation for standard 

offer customers from the wholesale generation market as provided for in the Electric Competition 

Rules. Additionally, it was NEV Southwest’s understanding that the affiliate generation company 

could bid for the APS standard offer load under an affiliate FERC tariff, but there would be no 

automatic privilege outside of the market bid. NEV Southwest supports the aforementioned concepts 

and recommended they be explicitly stated in the Agreement. 

We concur with NEV Southwest. We shall order APS to include language as requested by 
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NEV Southwest. Power for Standard Offer Service will be acquired in a manner consistent with the 

Commission’s Electric Competition Rules. We generally support the request of APS to defer those 

costs related to formation of a new generation affiliate pursuant to the Electric Competition Rules. 

We also recognize the Company is making a business decision to transfer the generation assets to an 

affiliate instead of an unrelated third party. As a result, we find the Company’s proposed mitigation 

of stranded costs’ in the Settlement should also apply to the costs of forming the new generation 

affiliate. Accordingly, Section 2.6(3) should be modified to reflect that only 67 percent of those costs 

to transfer generation assets to an affiliate shall be allowed to be deferred for future collection. 

Some parties were concerned that Sections 4.1 and 4.2 provide in effect that the Commission 

will have approved in advance any proposed financing arrangements associated with future transfers 

of “competitive services” assets to an affiliate. As a result, there was a recommendation that the 

Commission retain the right to review and approve or reject any proposed financing arrangements. In 

addition, some parties expressed concern that AF’S has not definitively described the assets it will 

retain and which it will transfer to an affiliate. 

We share the concerns that the non-competitive portion of A P S  not subsidize the spun-off 

Eompetitive assets through an unfair financial arrangement. We want to make it clear that the 

Commission will closely scrutinize the capital structure of APS at its 2004 rate case and make any 

necessary adjustments. The Commission supports and authorizes the transfer by APS to an affiliate 

3r affiliates of all its generatio 

whether such specific assets are for the provision of generation and other competitive electric 

iervkes or whether there are additional APS assets that should be so transferred. 

Jnbundled Rates 

Several parties expressed concern that the Agreement’s unbundled rates fail to provide the 

Agreement to not recover $183 m i b n  out of a claimed $533 million. 
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necessary information to determine whether a competitor’s price is lower than the Standard Offel 

rate. Further, some of the parties asserted that APS has not performed a functional cost-of-service 

study and as a result the Settlement’s “shopping credit” is an artificial division of costs. In response, 

APS indicated the Standard Offer rates can not be unbundled on a strict cost-of-service basis unless 

the Standard Offer rates are redesigned to equal cost-of-service. APS opined that such a process 

would result in significant rate increases for many customers. 

AECC asserted that a full rate case would result in additional monthdyears of delay with 

continued drain of resources by all interested entities. 

The ESPs asserted that the bill format proposed by APS is misleading and too complex. In 

general, the ESPs desired a bill format that would aIlow customers to easily compare Standard Offer 

and Direct Access charges in order to make an informed decision. As a result, APS was directed to 

circulate an Informational Unbundled Standard Offer Bill (“Bill”) to the parties for comments. 

Subsequent to the hearing, a Bill was circulated to the parties for comments to determine what 

consensus could be reached on its format. In general, there was little dispute with the format of the 

Bill. However, PG&E and Commonwealth disagreed with the underlying cost allocation 

methodologies. Enron was concerned that the Bill portrayed the Standard Offer to be more simplistic 

than the Direct Access portion of the Bill. Enron proposed a bill format that would clearly identify 

those services which are available from an ESP. Based on comments from RUCO and Staff, APS 

made general revisions to the proposed Bill. 

We find the ApS Attachment AP-lR, second revised dated 8/16/99 provides sufficient 

information in a concise manner to enable customers to make an informed choice. (See Attachment 

NO. 2 herein). However, we find the Enron breakdown into a Part 1 versus Parts 2 and 3 wi 

help educate customers as to choice. We will direct APS to M e r  revise its Bill to have a Part 1 as 

set forth by the Enron breakdown. We believe Parts 2 and 3 can be combined for simplicity. 

We concur with APS that it is not necessary to file a revised cost-of-service study at this time. 

The proposed Standard Offer rates contained in the Settlement are based on existing tariffs approved 

by this Commission. Further, we concur with AECC that a full rate case with a revised cost-of- 

service study would result in monthslyears of additional delay. Lastly, the Standard Offer rates as 

11 DECISION NO. _b 1 9 7 7 
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proposed in the Settlement are consistent with the Commission’s requirement that no customer shal 

receive a rate increase. The following was extracted from Decision No. 61677: 

“No customer or customer class shall receive a rate increase as a result of 
stranded cost recovery by an Affected Utility under any of these options.” 

Code of Conduct 

There were concerns expressed that APS would be nnting its own Code of Conduct 

Subsequently, APS did provide a copy of its proposed Code of Conduct to the parties for comment 

Several parties also expressed concern that any Code of Conduct ivould not cover the actions of s 

single company durins the two-year delay for transfemng generation assets. 

Based on the above, we will direct APS to file with the Commission no later than 30 days oi 

the date of this Decision, its interim Code of Conduct. We will direct APS to file its revised Code oi 

Conduct within 30 days of the date of this Decision. Such Code of Conduct should also include 

provisions to govern the supply of generation during the two-year period of delay for the transfer oi 

generation assets so that APS doesn’t give itself an undue advantase over the ESPs. All parties shall 

have 60 days fiom the date of this Decision to provide their comments to APS regarding the revised 

Code of Conduct. APS shall file its final proposed Code of Conduct within 90 days of the date of this 

Decision. Subsequently, within 10 days of filing the Code of Conduct, the H e e n g  Division shall 

ztablish a procedural schedule to hear the matter. 

Section 2.6(1) 

Pursuant to the Agreement, the Cornmission shall approve an adjustment clause or clauses 

which among other things would provide for a purchased power adjustor (“PPA”) for service after 

hly 1, 2004 for Standard Offer obligations. Part of the justification for the PPA was the fact that 

hese costs would be outside of the Company’s control. 

We concur that a PPA would result in less risk to the Company resulting in lower costs for 

he Standard Offer customers. As a result, we will approve the concept of the PPA as set forth in 

;ection 2.6(1) with the understanding that the Commission can e l h a t e  the PPA once the 

,ommission has provided reasonable notice to the Company. - 
.. 

. .  
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teauested Waivers 

Section 4.3 of the Agreement would automatically act to exempt APS and its affiliates from 

he application of a wide range of provisions under A.R.S. Title 40. In addition, under Section 4.5 oj 

he Agreement, Commission approval without modification will act to grant certain waivers to A P S  

md its affiliates of a variety of the provisions of the Commission’s affiliate interest rules (A.A.C. 

114-2-801, et seq.), and the rescission of all or portions of certain prior Commission decisions. 

Staff recommknded that the Commission reserve its approval of the requested statute waivers 

inti1 such time as their applicability can be evaluated on an industry-wide basis, rather than providing 

i blanket exemption for ApS and its afiliates. Additionally, Staff recommended that the 

:ommission not waive the applicability of A.A.C. R14-2-804(A), in order to preserve the regulatory 

tuthority needed by the Commission to justify approving Exempt Wholesale Generator (“EWG”) 

itatus for APS’ generation affiliate. 

We concur with Staff. Accordingly, the requested statutory waivers shall not be granted by 

his Decision. Those waivers will be considered in an industry-wide proceeding to be scheduled at 

he Commission’s earliest convenience. The requested waivers of affiliate interest rules and 

-escission of prior Commission decisions shall be granted, except that the provisions of A.A.C. R14- 

!-804(A) shall not be waived. 

ANALYSISISUMMARY 

Consistent with our determination in Decision No. 60977, the following primary objectives 

ieed to be taken into consideration in deciding the overall stranded cost issue: 

A. Provide the Affected Utilities a reasonable opportunity to collect 100 percent of their 
unmitigated stranded costs; 

Provide incentives for the Affected Utilities to maximize their mitigation effort; 

Accelerate the collection of stranded costs into as short of a transition period as 
possible consistent with other objectives; 

Minimize the stranded cost impact on customers remaining on the standard offer. 

Don’t confbse customers as to the bottom line; and 

B. 

C. 

D. 

E. 
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F. Have full generation competition as soon as possible. 

The Commission also recognized in Decision No. 60977 that the aforementioned objectives 

were in conflict. Part of that conflict is reflected in the following language extracted from 

Decision No. 60977: 

One of the main concerns expressed over and over by various consumer groups 
was that the small consumers would end up with higher costs during the transition 
phase and all the benefits would flow to the larger users. At the time of the hearing, 
there had been minimal participation in California by residential customers in the 
competitive electric market place. It is not the Commission’s intent to have small 
consumers pay higher short-term costs in order to provide lower costs for the larger 
consumers. Accordingly, we will place limitations on stranded cost recovery that will 
minimize the impact on the standard offer. 

Decision No. 61677 modified Decision No. 60977 and allowed each Affected Utility to chose from 

five options. 

With the modifications contained herein, we find the overall Settlement satisfies the 

3bjectives set forth in Decision Nos. 60977 and 6 1677. We believe the Settlement will result in an 

xderly process that will have real rate reductions6 during the transition period to a competitive 

;eneration market. The Settlement allows every APS customer to have the immediate opportunity to 

ienefit fiom the change in market structure while maintaining reliability and certainty of delivery. 

’urther, the Settlement in conjunction with the Electric Rules will provide every A P S  customer with 

L choice in a reasonable timeframe and in an orderly manner. If anything, the Proposed Settlement 

’avors customers over competitors in the short run since APS has agreed to reductions in rates 

otaling 7.5 percent’. This Commission supports competition in the generation market because of 

ncreased benefits to customers, including lower rates and greater choice. While some of the 

)otential competitors have argued that higher “shopping credits” will result in greater choice, we find 

hat a higher shopping credit would also mean less of a rate reduction for APS customers. We find 

hat the Settlement strikes the proper balance between competing objectives by allowing immediate 

There have been instances in other states where customers were toId they would receive rate decreases which 
rere then offset bv a stranded cost add-on. 

k u a n t i o  Decision No. 59601, dated April 24, 1996,0.68 percent of that decrease would have occurred on July 
, 1999. 
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ate reductions while maintaining a relatively short transition period for collection of stranded costs, 

ollowed shortly thereafter with a full rate case. At that point in time the collection of stranded costs 

vi11 be completed and unbundled rates can be modified based upon an updated cost study. 
* * * * * * * * * * 

Having considered the entire record herein and being fully advised in the premises, the 

:ommission finds, concludes, and orders that: 

FINDINGS OF FACT 

1. 

State of Arizona. 

APS is certificated to provide electric service as a public service corporation in the 

2. Decision No. 59943 enacted R14-2-1601 through -1616, the Retail Electric 

:ompetition Rules. 

3. Following a hearing on generic issues related to stranded costs, the Commission issued 

3ecision No. 60977, dated June 22, 1998. 

4. 

5 .  

6. 

7. 

8. 

Decision No. 61071 adopted the Emergency Rules on a permanent basis. 

On August 21,1998, APS filed its Stranded Costs plan. 

(3x1 November 5,1998, APS filed the Staff Settlement Proposal. 

Our November 24,1998 Procedural Order set the matter for hearing. 

Decision No. ,61259 established an expedited procedural schedule for evidentiary 

nearings on the Staff Settlement Propo 

9. 

Proposal. 

The Court issued a Stay of the Commission’s consideration of the Staff Settlement 

10. Staff withdrew the Staff Settlement Proposal from Commission consideration. 

11. On May 17,1999, APS filed its Settlement requesting Commission approval. 

12. Our May 25, 1999 Procedural Order set the Settlement for hearing commencing on 

July 14, 1999. 

13. Decision No. 6131 1 (January 1 1 , 1999) stayed the effectiveness of the Emergency 

Rules and related Decisions, and ordered the Hearing Division to conduct hrther proceedings in this 

Docket. 
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14. Ln Decision No. 61634 (April 23, 1999), the Commission adopted modifications tc 

R14-2-201 throU@-207, -210 and 212 and R14-2-1601 through -1617. 

15. Pursuant to Decision No. 61677, dated April 27, 1999, the Commission modified 

Decision No. 60977 whereby each Affected Utility could choose one of the following options: (a) 

Net Revenues Lost Methodology; (b) Divestiture/Auction Methodology; (c) Financial Integrity 

Methodology; (d) Settlement Methodology; and (e) the Alternative LMethodology. 

16. A P S  and other Affected Utilities filed with the Arizona Superior Court various appeals 

of Commission Orders adopting the Competition Rules and related Stranded Cost Decisions (the 

“Outstanding Litigation”). 

17. Pursuant to Decision No. 61677, APS, RUCO, AECC, and ACAA entered into the 

settlement to resolve numerous issues, including stranded costs and unbundled tariffs. 

18. The difference between market based prices and the cost of regulated power has been 

generally referred to as stranded costs. 

19. Any stranded cost recovery methodology must balance the interests of the Affected 

Utilities, ratepayers, and the move toward competition. 

20. All current and future customers of the Affected Utilities should pay their fair share of 

stranded costs. 

21. Pursuant to the terns of the Settlement Agreement, APS has agreed to the 

modification of its CC&N in order to implement competitive retail access in its Service Territory. 

22. The Settlement Agreement provides for competitive retail access in APS’ Service 

remtory, establishes rate reductions for all APS customers, sets a mechanism for stranded cost 

-ecovery, resolves contentious litigation, and therefore, is in the public interest and should be 

ipproved. 

23. The information and formula for rate reductions contained in Exhibit AP-3 Appended 

o APS Exhibit No. 2 provides current financial support for the proposed rates. 

24. 

:ustomers. 

RUCO, ACAA, and AECC collectively, represent residential and non-residential 
. .  

- .- I .. ~ - ,.. 

25. According to AECC, the Agreement results in higher shopping credits than in the Staff 
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Settlement Proposal as well as those offered by SRP. 

26. The decremental approach for metering and billing will not provide sufficient credits 

For competitors to compete. 

27. Pursuant to the Settlement, customers will receive substantial rate reductions without 

:he necessity of a full rate case. 

28. 

29. 

An APS rate case would take a minimum of one year to complete. 

ESPs that have been certificated have shown more of an interest in serving larger 

Dusiness customers than residential customers. 

30. It is not in the public or customers' interests to forego guaranteed Standard Offer rate 

reductions in order to have a higher shopping credit. 

3 1. The Settlement will permit competition in a timely and efficient manner and insure all 

zustomers benefit during the transition period. 

32. Based on the evidence presented, the FVRB and FVROR of APS is determined to be 

$5,195,675,000 and 6.63 percent, respectively. 

33. The terms and conditions of the Settlement Agreement as modified herein are just and 

reasonable and in the public interest. 

CONCLUSIONS OF LAIY 

1. The Affected Utilities are public service corporations within the meaning of the 

Arizona Constitution, Article X V ,  under A.R.S. $9 40-202, -203, -250, -321, -322, -331, -336, -361, - 

365, -367, and under the Arizona Revised Statutes, Title 40, generally. 

3 The r 

3. 

4. 

Notice of the proceeding has been given in the manner prescribed by law. 

The Settlement Agreement as modified herein is just and reasonable and in the public 

interest and should be approved. 

5. APS should be authorized to implement its Stranded Cost Recovery Plan as set forth 

in the Settlement Agreement. 

6. APS' CC&N should be modified in order to permit competitive retail access in APS' 

17 DECISION NO. (LJ / 9 73 
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CC&N service territory. 

7. The requested statutory waivers should not be granted at this time. A proceeding 

should be commenced to consider statutory waivers on an industry-wide basis. The other waivers 

requested by APS in the Settlement should be granted as modified herein, except that the provisions 

of A.A.C. R14-2-804(A) shall not be waived. 

ORDER 

IT IS THEREFORE ORDERED that the Settlement Agreement as modified herein is hereby 

approved and all Commission findings, approvals and authorizations requested therein are hereby 

granted. 

IT IS FURTHER ORDERED that Arizona Public Service Company’s CC&N is hereby 

modified to permit competitive retail access consistent with this Decision and the Competition Rules. 

IT IS FURTHER ORDERED that within 30 days of the date of this Decision, Arizona Public 

Service Company shall file a proposed Code of Conduct for Commission approval. 

IT IS FURTHER ORDERED that Arizona Public Service Company shall file a revised 

. .  

.. 

.. 

.. 

.. 

.. 

.. 

.. 

.. 

. .  

.. 

.. 

.. 

Settlement Agreement consistent with the modifications herein. 
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IT IS FURTHER ORDERED that within ten days of the date the proposed Code of Conduct 

is filed, the Hearing Division shall issue a Procedural Order setting a procedural schedule for 

consideration of the Code of Conduct. 

IT IS FURTHER ORDERED that this Decision shall become effective immediately. 

BY ORDER OF THE ARIZONA CORPORATION COMMISSION. 

IN WITNESS WHEREOF, I, BRIAN C. McNEIL, Executive 
Secretary of the Arizona Corporation Commission, have 
hereunto set my hand and caused the official sea1 of the 

apitol, in the City of Phoenix, 

DISSENT 
JLRdap 
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May 14, 1999 

This settlement agreement ("Agreement") is entered into as of May 14, 1999, by 
Arizona Public Service Company ("A.PS" or the "Company") and the various si,atories to 
this Agreement (collectively, the "Parties") for the purpose of establishing t e r m  and 
conditions for the introduction of competition in generation and other competitive services that 
are just, reasonable and in the p,ublic interest. 

m m O D U C n O h -  

In Decision No. 59943, dated December 26, 1996, ;he  OM Corporation 
Commission ("ACC" or the "Commission") established a "framework" for introduction of 
competitive electric services throughout the temtories of public service corporations in 
Arizona in the rules adopted in A.A.C. R14-2-1601 et seq. (collectively, 'Electric Competition 
Rules" as they may be amended from time to the). The Electric Competition Rules 
established by that order contemplated future changes to such rules and the possibility of 
waivers or amendments for particular companies under 
initial issuance, the Electric Competition Rules have be and are 
currently stayed pursuant to Decision No. 61311, dated January 5 ,  1999. During this time, 
APS, Commission Staff and other interested parties have participated in a number of 
proceedings, workshops, public comment sessions and individual negotiations in order to 
further refine and develop a restructured utility OM that will provide 
meaninefbl customer choice in a manner that and in the public interest. 

propriate circ-tances. Since their 

This A ent establishes the S to a restructured 
. entity and will provide customers with competi and certain other 

retail services. The Parties believe this Agreem mers 
through implementing customer choice and p service 
temtory may. benefit from economic growth. The Parties also believe this Agreement will 
fairly treat APS and its shareholders by proVidbg a reasonable opportunity to recover 
prudently incurred investments and costs, including stranded costs and regulatory assets. 

Specifically, the Parties believe.the Agreement is in the public interest for the 
following reasons. E&, customers will receive substantial rate reductions. Second, 
competition will be promoted through the introduction of retail access faster than would have 
been possible without this Agreement and by the functional separation of APS' power 
production and delivery functions. m, economic development and the environment will 

. 
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benefit through guaranteed rate reductions and the continuation of renewable and energy 
efficiency programs. FourtJ~, universal service coverage will be maintained through U S ’  low 
income assistance programs and establishment of “provider of last resort” obligations on ApS 
for customers who do not wish to participatz in retail access. m, APS will be able to 
recover its regulatory assets and stranded costs as provided for in this Agreement without the 
necessity of a general rate proceeding. m, substantial litigation and associated costs will be 
avoided by amicably resolving a number of important and contentious issues that have already 
been raised in the courts and before the Commission. Absent approval by the Commission of 
the settlement reflected by this Agreement, A P S  would seek full stranded cost recovery and 
pursue other rate and competitive restructuring provisions different than provided for herein. 
The other Parties would challenge at least portions of APS’ requested relief, including the 
recovery of all stranded costs. The resulting regulatory hearings and related court appeals 
would delay the start of competition and drain the resources of all Parties. 

NOW, THEREFORE, APS and the Parties agree to the following provisions 
which they believe to be just, reasonable and in the public interest: 

ARTICLE I 
L W N T A T I O N  OF RETAIL ACCESS 

1.1. The A p S  distribution system shall be open for retail access on July 1, 
1999; provided, however, that such retail access to electric generation and other competitive 
electric services suppliers will be phased in for customers in APS’ service territory in 
accordance with the proposed Electric Competition Rules, as and when such rules become 
effective, with an additional 140 MW being made available to eligible non-residential 
customers. The Parties shall urge the Commission to approve Electric Competition Rules, at 
least on an emergency basis, so that meanin@l retail access can begin by July 1, 1999. 
Unless subject to judicial or regulatory restraint, APS shall open its distribution system to 
retail access for all customers on January 1, 2001- 

1.2. APS will make retail access available to residential customers pursuant to 
its December 21, 1998, filing with the Commission. 

1.3. The Parties acknowledge that APS’ ability to offer retail access is 
contingent upon numerous conditions and circumstances, a number of which are not within-the 
direct control of the Parties. Accordingly, the Parties agree that it may become necessary to 
modify the terms of retail access to account for such factors, and they further agree to address 
such matters in good faith and to cooperate in an effort to propose joint resolutions of any such 
matters. 

6 
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1.4. U S  agrees to the amendmentand modification of its Certificate(s) of 
Convenience and Necessity to permit retail access consistent with the terms of this Agreement. 
The Commission order adopting this Agreement shall constitute the necessary Commission 
Order amending and modifying ApS’ CC&Ns to permit retail access consistent with the terms 
of this Agreement. 

ARTICLE II 
TE MATTERS 

2.1. The Company’s unbundled rates and charges attached hereto as Exhibit A 
will be effective as of July 1, 1999. The Company’s presently authorized rates and charges shall 
be deemed its standard offer (“Standard Offer”) rates for purposes of this Agreement and the 
Electric Competition Rules. Bills for Standard Offcr service shall indicate individual unbundled 
service components to the extent required by the Electric Competiti9n Rules. 

2.2. Future reductions of standard offer tariff rates of 1.5 % for customers 
having loads of less than 3 M X  shall be effective as of July 1, 1999, July 1, 2000, July 1, 
2001, July 1, 2 0 2 ,  and July 1, 2003, upon the fdhp and Commission acceptance of revised 
tariff sheets reflecting such decreases. For customers having loads greater than 3 MW served 
on Rate Schedules E-34 and E-35, Standard Offer tariff rates will be reduced: 1.5 % , effective 
July 1, 1999; effective July 1, 2000; 1.25% effective July 1, 2001; and -75% effective 
July 1,2002. 1.5 % Standard Offer rate reduction to be effective July 1, 1999, includes 
the rate reduction otherwise required by Decision No. 59601. Such decreases shall become 
effective by the filing with and acceptance by the Commission of revised tariff sheets reflecting 
each decrease. 

2.3. Customers greater than 3 Mw who choose a direct acce 
give APS one year’s advance notice before being eligible to return to Standar 

2.4. 
forth in Exhibit A attached hereto upon the filing and Commission acceptance of r 
sheets reflecting such decreases. 

2.5. 

Unbundled rates shall be reduced in the amounts and at the dates set 

This Agreement shall not preclude A P S  from requesting, or the 
Commission from approving, charges to specific rate schedules or terms and conditions of 
service, or the approval of new rates or terms and conditions of service, that do not 

or significantly affect the overall earnings of the Company or materially modify th 
increase the rates approved in this Ageement. N o W g  contained in this Agreement shall 
preclude APS from filing changes to its tariffs or tenns and conditions of service which are not 
inconsistent with its obligations under this Ayeement. 

2.6. N o r n i b t a d &  the rate reduction provisions stated above, the 
Commission shall, prior to December 3 1, 2002, approve an adjustment clause or clauses which 

3 
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- 
3 will provide full and timely recovery beginning Jdy 1,2004, of the reasonable and prudent 
9 costs of the following: 

(1) ApS’ “provider of last resortf” and Standard Offer obligations for 
service after July 1, 3,004, which Costs shall be recovered only 
from Standard Offer and ’provider of Iasr resortf” customers; 

Standard Offer service to customers who have left Standard Offer 
service or a special conuact rate for a competitive generation 
supplier but who desire to return to Standard Offer service, which 
costs shall be recovered only from Standard Offer and “provider 
of last resort” customers; 

compliance with the Electric Cornpetjtion Rules or Commission- 
ordered programs or directives related to the implementation of 
the Electric Competition Rules, as they may be amended from 
time to time, which costs shall be recovered from aIl  customers 
receiving services from AF’S; and 

Commission-approved system benefit programs or levels not 
included in Standard Offer rates as of June 30, 1999, which costs 
shall be recovered from all customers receiving services from 
APS. 

By June 1, 2002, A P S  shall file an application for an adjustment clause or clauses, together 
with a proposed plan of administration, and supporting testimony. The Commission shall 
thereafter issue a procedural order setting such adjustment clause application for hearing and 
including reasonable provisions for participation by other parties. The Commission order 
approving the adjustment clauses shall also establish reasonable procedures pursuant to which 
the Commission, Commission Staff and interested parties may review the costs to be 
recovered. By June 30, 2003, APS will file its request fdr the specific adjuslment clause 
factors which shall, after hearing and Cornmission approval, become effective July 1,2004. 
APS shall be allowed to defer costs covered by this Section 2.6 when incurred for later full 
recovery pursuant to such adjustment clause or clauses, including a reasonable return, 

2.7. By June 30, 2003, APS shall file a general rate case with premed 
testimony and supporting schedules and exhibits; provided, however, that any rate changes 
result& therefrom shall not become effective prior to July 1,2004. 

2.8. ApS shall not be prevented from seeking a change in unbundled or 
Standaid Offer rates p ior  to July 1,2004, in the event of (a) conditions or circumstances which 
constitute an emergency, such as the inability to finance on reasonable terms, or (b) material 
changes in APS’ cost of service for Commission regulated services resulting fiom federal, tribal, 

4 
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state or local laws, regulatory requirements, judicial decision, actions or orders. Except for the 
changes otherwise specifically contemplated by this Agreement, unbundled and Standard Offer 
rates shall remain unchanged until at least July 1,2004. 

ARTICLE IlI 
GW,ATORY ASSETS AND STRANDED COSTS. 

3.1. APS currently recovers regulatory assets through July 1, 2004, pursuant 
to Commission Decision No. 59601 in accordance with the provisions of this Agreement. 

3.2, U S  has demonstrated that its allowabIe stranded costs after mitigation 
(which result from the impact of retail access), exclusive of regulatory assets, are at least $533 
million net present value. 

3.3. The Parties agree that A P S  shouId not be aliowed to recover 
$183 million net present value of the amounts inch 
opportunity to recover $350 million net present value through a competitive transition charge 
("CTC") set forth in Exhibit A attached hereto. Such CTC shall remain in effec 
December 3 1,2004, at which time it will ate. If by that date Aps has rec more 
or less than $350 million net present vdu  lculated in arxordance 
hereto, then the nominal dollars associated with any excess recoveryhnder recovery shall be 
creditedldebited against the costs subject to recovery under the adjustment clause set forth in 
Section 2.6(3). 

above- shall have a reasonable 

Exhibit attached 

3.4. The regulatory assets to be recovered under this after givi% 
effect to the adjustments set forth in Section 3.3, shall be am0 
Schedule C of Exhibit A attached hereto. 

ed in accordance with' 

3.5. Neither the Parties nor -the c 
diminish the recovery of ApS'  stranded costs or re 
company's willingness to enter into this Agreement $i based upon 
irrevocable promise to permit recovery of the Company's regulat 
as provided herein. Such promise by the Commission shail survi 
Agreement and shall be specifically enforceable against this and any future Commission. 

ARTICLE W 
7 

4.1. . m e  Commission will approve the formation of an affiliate or affiliates of 
to acquire at book value the competitive services assets as currently required by the 

Electric Competition Rules. In order to facilitate the separation of such assets efficiently and 
at the lowest possible Cost, the Commission shall grant A P S  a two-year extension of t h e  until 

5 
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December 31, 2002, to accomplish such separation. A 
authorized for compliance with A.A.C. R14-2-1606@). 

- 
similar two-year extension shall be 

4.2. Approval of this Agreement by the Commission shall be deemed to 
coristitute all requisite Commission approvals for (1) the creation by A P S  or its parent of new 
corporate affiliates to provide competitive services including, but not limited to, generation 
sales and power marketing, and the transfer thereto of APS' generation assets and competitive 
services, and (2) the full and timely recovery through the adjustment clause referred to in 
Section 2.6 above for all of the reasonable and prudent costs SO incurred in separating 
competitive generation assets and competitive services as required by proposed A.A.C. R14-2- 
1615, exclusive of the COSTS of ransferring the A P S  power marketing function to an affiliate. 
The assets and services to be W f e n e d  shall include the items set forth on Exhibit C attached 
hereto. Such transfers may require various reglatory and third party approvals, consents or 
waivers from entities not subject to APS' control, including the FERC and the NRC. No Party 
to this Agreement (including the Commission) will oppose, or support opposition to, A P S  
requests to obtain such approvals, consents or waivers. 

4.3. Pursuant to A.R.S. 5 40-202(L), the Cornmission's approval of this 
Agreement shall exempt any competitive service provided by APS or its affiliates from the 
application of various provisions of A.R.S. Title 40, including A.R.S. $5 40-203, 40-204(A), 
40-204(B), 40-248, 40-250, 40-251,40-285, 40-301, 40-302, 40-303, 40-321, 40-322, 40-331, 
40-332,40-334, 40-365, 40-366,40-367 and 40-401- 

4.4. APS' subsidiaries and affiliates (including APS' parent) may take 
advantage of competitive business opportunities in both energy and non-energy related 
businesses by establishing such unregulated affiliates as they deem appropriate, which will be 
free to operate in such places as they may determine. The APS affiliate or affiliates acquiring 
APS' generating assets may bg a participant in the energy supply market within and outside of 
Arizona. Approval of this Agreement by the Commission shall be deemed to include the 
following specific determinations required under Sections 32(c) and Q(2) of the Public Utility 
Holding Company Act of 1935: 

A P S  or an affiliate is authorized to establish a subsidiary company, which will 
seek exempt wholesale generator ("EWG") status from the Federal Energy 
Regulatory Commission, for the purposes of acquiring and owning Generation 
Assets. 

The Commission has determined that allowing the Generation Assets to become 
"eligible facilities," within the meaning of Section 32 of the public Utility 
Holding Company Act ("PUHCA"), and owned by an APS EWG affiliate 
(1) will benefit consumers, (2) is in the public interest, and (3) does not violate 
Arizona law. 

DECISION KO. b 1973 
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The Commission has sufficient regulatory au~or i ty ,  resources and access to the 
books and records of APS and any relevant associate, affiliate, or subsidiary 
company to exercise its duties under Szction 32(k) of PUHCA. 

APS will purchase any electric energy from its EWG affiliate at market based 
rates. This Commission has determined that (1) the proposed transaction will 
benefit consumers and does not violate Arizona law; (2) the proposed 
transaction will not provide APS’ EWG affiliate an unfair competitive advantage 
by virtue of its affiliation with APS;  (3) the proposed transaction is in the public 
interest. 

The A P S  affiliate or affiliates acquiring A P S ’  generating assets will be subject to regulation by 
the Commission, to the extent otherwise permitted by law, to no greater manner or extent than 
that manner and extent of Commission regulation imposed upon o$er owners or operators of 
generating facilities. 

4.5. The Commission’s approval of this Agreement will constitute certain 
waivers to APS and its affiliates (including its parent) Of the Commission’s existing affiliate 
interest rules (A.A.C. R14-2-801, et seq.), and the rescission of all or portions of certain prior 
Commission decisions, all as set forth on Exhibit D attached hereto. 

4.6. The Parties rese 
Federal Power Act with respect to the 
this Article N. 

ir rights under Sections 205 y d  206 of the 
f any APS affiliate formed under the provisions of 

ARTICLE v 

5.1. Upon receipt o 
Agreement that is no longer subject t 
prejudice ail of their v 

the issuance of a final 
or before August 1, 
nt without modification 

according to its terms on or before August I ,  1999, any Party to this Agreement may withdraw 
from this Agreement and shall thereafter not be bound by its provisions; provided, however, 
that if A P S  withdraws from this Agreement, the Agreement shaIl be null and void and of IIO 
further force and effect. In any event, the rate reduction provisions of this Agreement shall not 
take effect until this Agreement is approved. Parties so withdrawing shall be free to pursue 
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their respective positions without prejudice. Approval of this Agreement by the Commission P 

shall make the Commission a party to this Agreement and fully bound by its provisions. 

6.2 .  The Parties agree that they shall make all reasonable and good faith 
efforts necessary to (1) obtain final approval of this Agreement by the Commission, and (2) 
ensure full implementation and enforcement of all the terms and conditions set forth in this 
Agreement. Neither the Parties nor the Commission shall take or propose any action which 
would be inconsistent with the provisions of this Agreement. All Parties shall actively defend 
this Agreement in the event of any challenge to ici vaIidity or implementation. 

ARTICLE VII 
1 

7.1. To the extent any provision of this Agreement is inconsistent with any 
existing or future Commission order, rule or regulation or is incorkistent with the Electric 
Competition Rules as now existirig or as may be amended in the future, the provisions of this 
Agreement shall control and the approval of this Agreement by the Conmission shall be 
deemed to constitute a Commission-approved variation or exemption to any. conflicting 
provision of the Electric Competition Rules. 

7.2. The provisions of this Agreement shall be implemented and enforceable 
notwithstanding the pendency of a legal challenge to the Commission’s ap 
Agreement, unless such implementation and enforcement is stayed or e 
having jurisdiction over the matter. If any portion of the Commission o 
Agreement or any provision of this Agreement is declared by a court to be invalid or unlawful 
in any respect, then (1) A p S  shall have no further obligations or liability under this 
Agreement, including, but not limited to, any obligation to implement any future rate 
reductions under Article II not then in effect, and (2) the modifications to APS’ certificates of 
convenience and necessity referred to in Section 1.4 shaI1 be automatically revoked, in which 
event APS shall use its best efforts to continue to provide noncompetitive servic 
in the proposed Electric Competition Rules) at then current rates with respect to 
contracts then in effect for competitive generation (for the remainder of their term) to 
extent not prohibited by law and‘ subject to applicable regulatory requirements. 

7.3. The terms and provisions of this Agreement apply solely to and are 
binding only in the context of the purposes and results of this Agreement and none of the 
positions taken herein by my party may be referred to, cited or relied upon by any other ParCy 
in any fashion as precedent or otherwise in any other proceeding before this Commission or 
any Other regulatory agency or before any court of law for any purpose except in furtherance 
of the purposes and results of this Agreement. 

7.4. This Agreement represents an attempt to compromise and settle disputed 
claims regarding the prospective j u t  and reasonable rate levels, and the terms and conditions i 

8 
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. .  
I .  

of competitive retail access, for APS in a manner consistent with the public interest and 
applicable legal requirements. Nothing contained in this Agreement is an admission by A P S  
that its current rate levels or rate design are unjust or unreasonable. 

As part of this Agreement, APS commits that it will continue the A P S  
Partnership (which includes weatherization, facility repair and replacement, 

bill assistance, health and safety programs and energy education) in an annual amount of at 
least $500,000 through July 1, 2004. Additionally, the Company will, subject to Commission 
approval, continue low income rates E-3 and E 4  under their current terms and conditions. 

7.6. A P S  shall actively support the Arizona Independent Scheduling 
Administrator (“AISA”) and the formation of the Desert Star Independent System Operator. 
APS agrees to modify its OATT to be c istent with any FERc approved AISA protocols. 
The Parties reserve their rights with respect to any AISA protocols, including the right to 
challenge or seek modifications to, or waivers from, such protocols. APS shall file changes to 
its existing OATT consistent with this section within ten (10) days of Commission approval of 
this Agreement pursuant to Section 6.1. 

7.7. Within thirty (30) days of Commission approval of this Agreement 
pursuant to Section 6.1, A p S  shall seme on the Parties an Interim Code of Conduct to address 

voluntarily comply with this Interim Code of Conduct until the Commission approves a code of 
conduct for APS in accordance with the Electric Competition Rules that is concurrently 
effective with codes of conduct for all other Affected Utilities (as defined in the Electric 
Competition Rules). A P S  shall meet and confer with the Parties prior to serving its Interim 
Code of Conduct. 

1 inter-affiliate relationships involving APS as a utility distribution company. APS shall 

7.8. In the event of any disagreement over the interpretation of this 
Agreement or the implementation of any of the provisions of this Agreement, the Parties shall 
promptly convene a conference and in good faith shall attempt to resolve such 

7.9. The obligations under this A 
forth herein shall expire automatically in accordance with the term specified and shall require 
no further action for their expiration. 

7.10. Tfie parties agree and rec 
meetings and hearings for consideration of this 
the C o d s s i o n  shall be deemed to be the filing of a formal request for the expeditious . 
issuance of a procedural schedule that establishes such formal hearings and public meethgs as 
may be necessary for the Commission to approve this Agreement in accordance with 

9 
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Exhibit A 
5/10199 
DA-Rl 

ELECTRIC DELIVERY RATEL 

DIRECT ACCESS 
R E S I D M l U  SERWCE 

Y\'uwmber - April Billing Cyclu ( W i i ) :  



purwran; o the terms and conditions in Schedule 910. 
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ELECTRIC DELIVERY RATES 

m O N A  PL'BUC SERl'ICE COhIPAVY 
P!i&L Arirona 
Filed by: r\lm Roppcr 
Etle: Dirrcror. Ricin3 and Regulation 

Exhibit h 
5/10/99 
D A-GS I 

A.C.C. No. .mu;u 
T d o r  Schedule No. DAGS 1 
Ch ig id  T d  
E f f d v c :  .XKX ;yX 1999 

DIRECT ACCESS 
GENEX4L SEXWCE 

)YPE OF SERVICE 

A1 cumrnrn shall comply with the yrd conditiom for load pmfilhg or hourly m h 3  Spcciried ia the Company's Schedule 310. 

Xl0"LY err4 
The monthly bill shall be the greys orthe 

h R A E  

computed under A cw B. klow. including the nppliclble MjuNncnu 

June - Oaobcr Billing Cycles (Summer): 

D E C I S I O N  NO. /n / 9 72- 



A R A ~ ( C 0 n h U c d )  

Novanber - May Ei!liig Cycles (Wbw): 

ne* 100 kwh DCT 
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1. 
2. 
3. 

! 1.6% 
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CONITUCT PERIOD 
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Section 6.1 and that afford interested parties adequate OppOrtu~ty to comment and be heard on 
the terms of this Agreement consistent with applicable legal requirements. 

DATED at Phoenix, Arizona, as of this 14th day of May, 1999. 

SIDENTIAL UTTJ ,ITY 
CONSUMER OFFICE 

NA COMMUNTTY ACTION 
ASSOCIATTON 

AND COMPETITIO$a coalition of 
companies and associations in support of 
competition that includes Cable Systems 
International; BHP Copper, Motorola, 
Chemical Lime, Intel, m, Honeywell, 
Allied Signal, Cyprus Climax Metals, Asarco, 
Phelps Dodge, -, Homebuilders of 
Central Arizona, Arizona Mining Industry 
Gets Our Support, Arizona Food Marketing 
Alliance, Arizona 
A&OM Multi-housing 
Rock Products Associa 

ARIZONA PUBLIC SERVICE COMPANY 

Title 

BY 

Title 

x* 
Association, b 

and Arizona Retailers Association. 
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. .  

E L E W C  DELIvEKY RATES 

ARLZONA PUBLIC SERVICE COMPAVY 
Phoenix Amom 
Fiicdb AknRoppcr 
Tidc Dlrecor. AiCing and Regulation 

Exhibit A 
5110199 

DA-GSIO 

DIRECT ACCESS 
EyI?u LAi(GE GENERAL SERklCE 

tYPE OF SERVICK 
": , 



i 

. . .  
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DAGS IO 
ACC. No. ,- 

Page 2 of2 
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m O N A  PUBLIC SERVICE COM.PrLW 
phoolixkizonr 
Filed by: Alan Rapper 
Title: D k r .  Pricing and Rcgulvion 

Exhibit A 
5/13/99 

D A-CS 11 * iiQ D 

AC.C. No. xca 
T d o r  SQcdulc No. DAGS1 1 
0r;ginaI T d  
ESktivc: .y’cIXK 1999 
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DAGS 1 1 
AC.C, No. 

Page2 ocz 
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ELE-C DELIVERY RATES 

Exhibit A 
5/13/99 

DA-GS 12 

.&C.C. No. XC€K 
T d o r  Schedule No. DAGS 12 
Original TarZ 
2Tcrzive: x;m xy 1999 

DIRECT ACCESS 
BHP COPPEZ 

-- 
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SERL'ICES . A C O m D  FROM CERRRC,ATED ELECIRIC SERVICE PROVIDERS 



. .  

ELECTRJC DELI\TZRY RATES 

ARIZONA PUBLIC SERVICE COMP;LUY 
Phorniribizoru 
Filed by: Alan Roppa  
Tide: Director. Pricing and Rcguladon 
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Exhibit A 
5/13/99 

DA-GS13 

AC.C. No. ;y?m 
T d o r  Schedule No. DAGS13 
Original Tuiif 
ERective: XXY XY. I999 
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D A G 1 3  

Page 2 of2 
AC.C No. 

A D L ' S l 3 f 5 . S  

I .  Whca Ycenng. Meter Reading or Consolidated Biiling are  provided by rhe Customer's UP. the monthly bill will be Crcdircd as 
iollov~: 

M W  3SS.W pcr monQ 
.Cf* R d i g  3 030 pa monrh 
Billing 3 030 pcr monh 

1. The icanlhly bill is also subject lo Qe applicable propOniOMlr pan o f  m y  Uxes. or governmenu1 impositionr which arc or m y  in 
tkc &nut be urcswd on the bu i s  of pmu revenues of the Company andor the price or revenue from the electric service sold ar.d/or 
tkc volume of c o e ~ y  d c l i v e d  or purchucd for sale andlor sold hereunder. 
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EXHIBIT C 
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3/7/99 

Generation assets include, but are not limited to, XPS' interest in the following 
generating stations: 

Palo Verde . 
F o u r  Corners  
Navajo 
Cholla 
Sa, w a r 0  
Oco till0 
West  P h oen ix 
Yucca 
Douglas 
Childs 
I rving 

including allocated common and general piant, support  assets, associated land, fuel 
supplies a n d  contracts, etc. Generation assets will not include facilities included in 
APS' FERC transmission rates. 

M NO. (" / 9 7 3  
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EXHIBIT D 
.Affdiate Rules Waivers 

R14-2-801(5) an@ R14-2-803, such thar the t C X A  “reorganiution“ dots not include. ulc no 
Commission approvzl is r e q ~ r e d  for, covontc r e s u u c u h g  thzt does not airecilv involve the 
uuiiry disrribuuon cornpaiy ( ‘ b U ~ C 1 ’ )  in the holding compvly. For example, &e koldirig 
company may reorganize. fom,  buy or sei1 noc-UDC &iIiaces, acquire or dives; inceress 
non-UDC zfi3iates. ex . .  WiL!out Commission approval. 

R14--2-S04(A) 
.. 

R14-2-805(.4) shd12ppIy O ~ J C  to the UDC 

RI 4-2-80S(A)(Z) 

Rl4-1-805(/~)(6) 

R1+2-805(.4)(9), (IO), mi (1 I )  

Recision of Prior Commission Orders 

in 

Section X.C of the “Cosenerzuon - and Smdl Power Production Policy” attached to Decision 
Xo. 52335 (July 27, 19s I )  reesding - reponing requirements for cogeneration krcormation. 

DecisionNo. 551 18 (July 24: 1956) - Page 15, Lines 5-1/2 through 13-1/23 Finding of Fact 
So. 24 relating to’repofihg requirements under the abolished PPFAC. 

Decision So. 558 18 @ec:mber 14: 1937) in its entirety. This decision related to APS Schedule 
9 (Indusuial Deve!opment kts) which wts terminated by the Commission in Decision 
Xo. 59329 (October I I ,  1995). 

9th and 10th Ordering - Paazraphs of Decision KO. 56450 (April 13, 1989) regarding reporting 
requirements under the acoGshed PPFAC. 

619 jU  61 
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Jana Van Ness 
Manager Fax 6021250-3399 
Regulatory Affairs p# BEL" - 1  p-vi jg I ' anness@apsc.com 

htrfS://www.apsc.com 

Docket Control 
Arizona Corporation Commission 
1200 West Washington 
Phoenix, Arizona 85007 

Mail Station 9909 
P.O. Box 53999 
Phoenix, AZ 85072-3999 

RE: APS Settlement Proceeding 
ACC Docket Nos. E-01345A-98-0473, E-01345A-97-0773, RE-00000C-94-0165 

Dear Sir or Madam: 

Pursuant to the Opinion and Order, Decision No. 61973 in the above referenced Dockets, Arizona Public 
Service is filing an Addendum to the Settlement Agreement incorporating the modifications required by that 
Decision. This Addendum has been reviewed and executed by all signatories to the original APS Settlement 
Agreement. 

If you have any questions regarding this filing, please contact me at (602)250-2310. 

erely, 9 /!A- AW- 
Jana Van Ness 
Manager 
State Regulations 

Attachment 

Cc: Docket Control (1 8 copies plus original) 
Parties of Record 

mailto:anness@apsc.com
http://htrfS://www.apsc.com


Addendum to Settlement Agreement 

This Addendum is to the Settlement Agreement dated May 14, 1999 (hereafter 
“Agreement”) between Arizona Public Service Company (“APS” or “Company”) and the 
various signatories to the Agreement (collectively with APS, the “Parties”). By signing this 
Addendum to Settlenient Agreement (“Addendum”), the Parties intend to revise certain 
provisions of the Agreement as directed by the Arizona Corporation Commission 
(“Commission”) in Decision No. 6 1973 (October 6, 1999) (“Decision”). The Decision adopted 
and approved the Agreement subject to certain modifications. 

I .  
Introduction and Recitals 

1. 

-. 7 

On May 14, 1999, the Parties entered into the Agreement; 

On May 17, 1999, APS filed ii , i th the Comniission ;i Notice of Filing Application 
for Appro1 ;tI of Settlenient Apxnistit atid Request for Procedurd Order. 

3. Commencing on July 14, 1999, and pursuant to a Procedural Order issued by the 
Hearing Division of the Commission. a full piiblic evidentiary hearing on the Agreement was 
coiiduc ted. 

4. On October 6, 1999, the Coinmission issued its Decision No. 61 973 adopting 
and approving the Agreement as modified in the Decision. 

5 .  1’1~ Parties nou 11 ish to cnter into this Addenditm to revise the Agreement as 
directed in  the Decision. 

11. 
Addendum Agreement 

Metering, Meter Reading, and Billinq Credits 

A. 

1 .  

The Company’s revised iinbundled rates and charges reflecting the 
metering, meter reading, and billing credits rcquired by the Decision are attached hereto as 
Revised Exhibit ’4. 

B. The revised iinbutidled rates and charges i n  Revised Exhibit A to this 
Addenduni are substituted for the corresponding tariffs in Exhibit A to the Agreement. 

C.  Schedules A through C of Exhibit A to the Agreement are not affected by 
this Addendum and \\ere adopted and approved by the Commission in  the Decision as 
originally proposed i n  the Agrecnient. 

I 71388‘) 



2. Advanced Notice for Large Customers. Section 2.3 of the Agreement is replaced 
with and superceded by the following provision: 

2.3. 
supplier must either (a) give APS one year’s advance notice 
before being eligible to return to Standard Offer service, or (b) 
pay APS for all additional costs incurred as a result of the 
customer returning to Standard Offer service without providing 
APS at least one year’s advance notice. 

Customers greater than 3 MW who choose a direct access 

3. Deferral of Transfer Costs. Section 2.6(3) of the Agreement is 
replaced \vi th and superceded by the following provision: 

(3) compliance with the Electric Competition Rules or 
Commission-ordered programs or directives related to the 
implementation of the Electric Competition Rules, as they 
may be amended from time to time, which costs shall be 
recovered from all customers receiving services from 
APS, provided however, that no more than sixty-seven 
percent (67%) of the costs to transfer generation assets to 
an affiliate or affiliates shall be allowed to be deferred for 
future collection under this provision; and 

4. Rate Matters. Section 2.8 of the Agreement is replaced with and superceded by 
the following provision: 

2.8. 
seeking or authorizing a change in unbundled or Standard Offer 
rates prior to July 1 ,  2004, in the event of (a) conditions or 
circumstances which constitute an emergency, such as an inability 
to finance on reasonable terms, or (b) material changes in APS’ 
cost of service for Commission-regulated services resulting from 
federal, tribal, state or local laws, regulatory requirements, 
judicial decisions, actions or orders. Except for the changes 
otherwise specifically contemplated by this Agreement, 
unbundled and Standard Offer rates shall remain unchanged until 
at least July I ,  2004. 

Neither the Commission nor APS shall be prevented from 

723889 2 
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5.  Generation Affiliate. Section 4.1 of the Agreement is replaced with and 
superceded by the following provisions: 

4.1 Affiliates. 

The Commission will approve the formation of an affiliate 
or affiliates of APS to acquire at book value the 
competitive services and assets as currently required by 
the Electric Competition Rules. In order to facilitate the 
separation of such assets efficiently and at the lowest 
possible cost, the Commission shall grant APS a two-year 
extension of time until December 3 1,  2002, to accomplish 
such separation. A similar two-year extension shall be 
authorized for compliance with A.A.C. R14-2- 1606(B). 

The affiliate or affiliates formed under this Section 4.1 
shall be direct subsidiaries of Pinnacle West Capital 
Corporation, and not APS. 

After the extensions granted in this Section 4. I have 
expired, APS shall procure generation for Standard Offer 
customers from the competitive market as provided for in 
the Electric Competition Rules. An affiliated generation 
company formed pursuant to this Section 4.1 may 
competitii.ely bid for APS' Standard Offer load, but 
eiijoys no autoniatic privilege outside of the market bid on 
account of its affiliation with APS. 

6. 

7. 

Statutory Waivers. Section 4.3 of the Agreement is deleted in its entirety. 

Waivers of Affiliate Interest Rules. The Revised Exhibit D to this 
Addendum setting forth the Affiliate Rules Waivers is substituted for the 
corresponding Exhibit D to the Agreement so that the proposed waiver of R13-2- 
804(A) in the Agreement is deleted. 



8. Conflicts with Electric Competition Rules. In reliance upon the Commission’s 
directive in Decision No. 61 973 (page 9) that “We want to make it clear that the Commission 
does not intend to revisit the stranded cost portion of the Agreement. It is also not the 
Commission’s intent to undermine the benefits that parties have bargained for,” Section 7.1 is 
replaced with and superseded by the folfowing provision: 

7. I .  Approval of this Agreement by the Commission shall constitute a 
u a i i w  of any existing Conimission order, rule or regulation to the extent 
necessary to permit perforniance of the Agreement, as approved by the 
Comniissjon. Any future Commission order, rule or regulation shall be 
construed and administered. insofar as possible, in a manner so as not to 
conflict wi th  the specific provisions of this Agreement, as approved by the 
Commission. In the event any of the Parties deems a future Commission 
order, rule or regulation to be inconsistent ~ v i t h  the specific provisions of 
this Agreement, a wai\.er of the new Commission order, rule or regulation 
shall be sought. 

Nothing in  th is Agreement is intended to otherwise interfere with 
the Commission’s ability to exercise its regulatory authority by the 
issuance of orders, rules or regulations. The requirements of this 
Agreement shall be perfonned in accordance with the Commission’s 
Electric Competition Rules including any specific waivers granted by the 
Coni~nission’s order approving this Agreement, except where a specific 
pro[-ision of this Agreement would excuse compliance. 

9. Interim Code of Conduct. Section 7.7 of the Agreement is replaced with and 
superceded by the following provision: 

7.7. Within thirty (30) days of the date of the Conmission 
decision approving this Agreement pursuant to Section 6.1, APS 
shall file an initial proposed Code of Conduct to address inter- 
affiliate relationships involving APS as a utility distribution 
company as required by the Electric Competition Rules and which 
includes provisions to govern the supply of generation during the 
two-year extension provided for by Scction 4.1 of this Agreenlent. 
Ititercsted parties may provide APS with comments on the initial 
proposed Code of Conduct within sixty (60) days of the date of 
the Conimission decision approving this Agreement. APS will 
file a final proposed Code of Conduct for Comniission approval 
ivithin ninety (90) days of the date of the Commission decision 
approving this Agreement. Until the Coinmission approves a 
Code of Conduct for APS, APS will \.oluntarily comply with the 
initial proposed Code of Conduct or, once filed, the final proposed 
Code OFCondLlct. 



10. Effect of Addendum. Other than as specifically modified by this 
Addendum, all provisions of the Agreement remain in full force and effect. 

RESIDENTIAL UTILITY 
CONSUMER OFFICE 

ARIZONA PUBLIC SERVICE COMPANY 

ARIZONA COMMUNITY ACTION 
ASSOCIATION 

(Part Y 1 

ARIZONANS FOR ELECTRIC CHOICE 
AND COMPETITION, a coalition of 
coinpanies and associations in support of 
coriipetition that includes Cable Systems 
International, BHP Copper, Motorola, 
Chemical Lime, Intel, Hughes, Honeywell, 
Allied Signal. Cyprus Climax Metals, Asarco, 
Phelps Dodge. Homebuilders of 
Central Arizona, Arizona Mining Industry 
Gets Our Support, Arizona Food Marketing 
Alliance, Arizona Association of Industries, 
Arizona Multi-housing Association, Arizona 
Rock Products Association, Arizona Restaurant 
Association. Arizona Retailers Association, 
Boeing, Arizona School Board Association, 
National Federation of Independent Business, 
Arizona Hospital Association. Lockheed Martin, 

(Party) 

BY 

Title 

(Party) 

BY 

Abbot Labs and Raytheon. Title 

5 



Revised 
EXHIBIT D 

Affiliate Rules Waivers 

R14-2-80 l(5) and R14-2-803, such that the term “reorganization” does not include, and no 
Commission approval is required for, corporate restructuring that does not directly involve the 
utility distribution company (“UDC”) in the holding company. For example, the holding 
company may reorganize, fomi, buy or sell non-UDC affiliates, acquire or divest interests in 
non-UDC affiliates, etc., without Commission approval. 

R14-2-S0S( A)  shitll a11ply only to the UDC 

R14-2-8W(A)( 2 )  

R 14-2-S05(A)(G) 

R14-2-80j(A)(9). ( lo) ,  and (1 1) 

Recision of Prior Commission Orders 

Section X.C of the “Cogeneration and Small Poiver Production Policy” attached to Decision 
No. 52345 (July 27, 198 1 )  regarding reporting requirements for cogeneration information. 

Decision No. 55  1 18 (July 24, 1986) - Page 15, Lines 5-1/2 through 13- 1/2; Finding of Fact 
No. 24 relating to reporting requirements under the abolished PPFAC. 

Decision No. 5 5 s  1 S (December 13, 1987) in its entirety. This decision related to APS Schedule 
9 (Industrial Dei,elopment Rate) n%ich i\ as tenninated by the Commission i n  Decision 
No. 59329 (October 1 I .  1995). 

9th and 10th Ordering Paragraphs of Decision No. 56350 (April 13, 19S9) regarding reporting 
req ui reni en t s under the abo I i shed P P F AC . 
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Arizona CorpOfatiOn Commission 
D 0 C KETE D 

O C T  I 9 1999 

Commissioner Jim Irvin 
Arizona Corporation Commission 

Dissenting Opinion 
Decision No. 6 1973 

October 19, 1999 
DOCKETED BY 

i 

Have you ever been promised a present, given a different one, and then asked to 

pay for it yourself? Well, that’s what has happened to Arizona residential consumers and 

small businesses with the Commission’s approval of the Arizona Public Service (”APS”) 

settlement agreementkontract. In sum, Anzona consumers were promised robust 

competition, given a modest rate cut (actually, 6.83%)’ and then asked to pay for that rate 

cut to the tune of an additional minimum of $350 million dollars in stranded cost 

recovery for APS (plus an undetermined amount for “transition” costs associated with 

creating affiliates to handle competitive ventures). The parties to this settlement 

agreement are APS, AECC (a representative of industrial and commercial interests), the 

Residential Utility Consumer Office’ (RUCO - a state utility “watchdog”) and Arizona 

Community Action Association. Excluded from participating in the negotiations was the 

Arizona Corporation Commission, the Arizona Consumers Council and potential 

competitors of APS, like PG& E Energy Services, Commonwealth Energy and others. 

Such exclusions - as well as a lack of adequate representation for residential consumers - 

testify to the fact that this settlement agreement does not encompass the wide spectrum of 

interests it holds itself out to represent. 

In the recent Auditor General’s performance audit of RUCO, it states, “According to the act establishing 1 

RUCO, the agency is intended to represent the interests of residential consumers, critically analyze 
proposals made by public service corporations to the Commission, and formulate and present 
recommendations to the Commission.” According to Greg Patterson - then Director - RUCO did not 
perform any type of critical analysis to determine whether the benefits to residential consumers are fair and 



Consumers Prom ised Competitioq 

When the Commission embarked on deregulation over five years ago, the primary 

purpose was to restructure the electric industry introducing the generation portion of 

utility service to the wonders of the free marketplace - where robust competition would 

spark innovative technologies, and consumer choice would improve quality of service 

and drive rates downward. Incumbent monopolies such as APS fought hard and 

challenged the Commission’s authority to change the regulatory paradigm, but so far 

these legal challenges have been unsuccessful. 

On September 21, 1999 - as I promised voters in 1996 to help bring about 

competition in Arizona - I voted for a second time in favor of the Electric Competition 

Rules (“Rules”) for the purpose of beginning the deregulation process; one that had been 

stalled earlier this year. While the Rules are not perfect, and while future Commissions 
**---,it % *-‘” .2: 

will need to make adjustments to the Rules to assure a ‘fair’ competitive market, I believe 

they provide a framework where consumer and free-market interests enjoy some 

safeguards. However, only two days after these Rules were adopted, the Commission 

has now approved a settlement which, among other things, gives many “exemptions” and 

from provisions in the Rules which conflict with the APS settlement co 

When potential competitor after competitor testifies that the APS settlement 

agreement will not provide an appropriate atmosphere for competition within APS’ 

service temtory, it is ow role as regulators to at least consider their arguments. 

Unfortunately, at least one Commissioner indicated he was unwilling to consider any 

amendment unless it was proposed by a party to the agreement. However, many 

reasonable in light of APS’ stranded cost recovery figure, or whether the figures supplied by APS and 
AECC are accurate. 



potential competitors - which are not parties to the settlement -- argue that the shopping 

credits provided for in the settlement are too low, a view supported by Commission Staff. 

Staff opined that it had, “demonstrated that the proposed shopping credits were 

inadequate when considered in reference to each entire class of customers. The fact that 

one particular customer may experience an adequate shopping credit does not justify the 

Commission’s approval when the referenced customer’s usage characteristics are 

different than those of the class as a whole.”2 In fact, Staff argued that making a 

modification to the shopping credit would make it more likely that a competitive market 

can develop without increasing rate levels, and still allow the company to collect all its 

stranded costs. Not surprisingly, APS counsel stated during Open Meeting that any 

increase in the shopping credits would be a “dealbreaker.” My proposed amendment 

*”%- c 
was then subsequently voted down, as was the opportunity to develop a more competitive 

market in Arizona. 
1 -  

Consumers Given Modest Rate Cuts 

One provision of the APS settlement agreement hailed by consumer groups such 

as RUCO is the modest 6.83% rate cut to residential Standard Offer customers. How 

RUCO came to this conclusion is unclear; its Director admitted during testimony that no 

critical financial analysis of any portion of the agreement was conducted by its staff. 

Timothy Hogan, who represents the Arizona Consumers Council (which is opposed to 

the settlement) asked the appropriate question; “Is it enough?” APS has not been 

through a full rate case since 1988, and this Commission has not undertaken the 

* Staffs Exceptions to Recommended Order 



process to determine if the company has been - or is currently - overearning profits. The 

population in the Phoenix metropolitan area has exploded since 1988, and one can 

ascertain that customer growth has mirrored that number as well. If the goal of this 

Commission was to get rate cuts for all consumers, a rate case certainly would have been 

less onerous and less expensive to all parties than the monumental effort to deregulate 

the generation portion of the electric industry. 

More disturbing is the fact that these “guaranteed” rate cuts are not guaranteed at 

all. Of the 7.5% rate cut APS proposed, about one-tenth of that number was already 

ordered by this Commission in 1996. In addition, the company reserves the right to come 

back and seek changes to its rates prior to July 1,2004 ( the year the “guarantee” expires) 

in the event of an unforeseen event or an emergency. APS claims that these rate cuts will 

save all consumers close to $475 million dollars in savings during this transition period. 

However, Commission staff estimates that the savings are closer to $329 million dollars, 

with about $173 milIion going to residential consumers. Unfortunately, RUCO and 

ACAA conducted no analysis at all. 

Customers Pav through Stranded Costs 

“Stfanded Cost Recovery” is a term artfully used by incumbent utilities to explain 

why consumers should have to pay them to change the system. Under the original 

Stranded Cost Order, incumbent utilities such as APS would have had to divest 

themselves of generation assets - a process which would give a clear indication to all 



writes, “Not every state legislature or utility commission has the political will to force 

divestiture, however.” After explaining how incumbent utilities often litigate the matter 

of stranded cost recovery as a tactic of delay, he writes, “For this reason, legislators and 

regulators sometimes feel like they need to cut some deal, any deal, just to get a 

competitive market moving forward.” It is a tactic that has worked brilliantly for APS. 

The argument advanced by APS is that in changing the regulatory paradigm from 

one of a monopoly system to a competitive marketplace, certain investments (such as 

generation plants) lose value. If anything, the market has shown throughout many states 

(CA, MA, NY, CN) that generation assets can be sold at nearly twice the book value of 

the plant.3 Although APS contends that its generation assets are at least $533 million 

dollars over market value, how can the market value be determined when nothing has 

been offered for sale in Arizona? 

The Commission has had a long standing practice (and one which I support) of 

allowing utilities’ shareholders to keep fifty percent (50%) of any net profit of assets 

divested. The other fifty percent (50%) is returned to ratepayers who paid for those 

assets. So how does a utility get around this concept of “stranded benefit”? Instead of 

divesting themselves of the asset through the open market, they transfer it to an affiliate 

at “book value,” thus bypassing any need to account for a net profit. Meanwhile, the 

asset still retains it higher “market value” and, if then sold by the generation affiliate, 

may fetch a hefty price. Only with divestiture can the open market determine whether a 

utility is left with “stranded costs” or “stranded benefits.” 

Palmeri writes, “According to data collected by Cambridge Energy Research Associates, the average 3 

nonnuclear power plant put up for sale last year sold for nearly twice its book value.” Forbes 



Another justification APS advances for the recovery of stranded costs is that “lost 

revenues” will result by losing current customers to new market entrants. If this is true, 

why did Pinnacle West Energy Corporation (an APS energy affiliate) announce plans to 

build and upgrade new generating facilities to meet the demands set by customer 

growth?‘ In its recent appIication to the Commission, Pinnacle West Energy Corporation 

writes: 

“The growth rate in electricity use has exceeded six percent a year 
for Arizona Public Service Company (APS) customers in Arizona. 
Growth in the metro-Phoenix area is expected to increase peak customer 
demand for power from 7,000 MW in 1999 to over 9,000 MW in 2005. In 
order to meet that need, new generating plants and transmission lines will 
be needed to import more power into the Valley.” 

And I thought consumers in Arizona were being asked to pay for “stranded costs” 

because of lower valued plants, in addition to APS’ estimates on how many customers it 

stands to lose to new market entrants. APS Energy Services (an APS marketing affiliate) 

already markets power in other states such as California. So, while Arizona consumers 

are being asked to foot the bill for APS’ stranded cost recovery, California consumers are 

being marketed “competitive” cost power by its affiliate. 

Conclusions 

1. The APS settlement contract does not promote competition. Rather, it protects 

the status quo, making Standard Offer Service more attractive to the average 

consumer and tougher for competitors to effectively compete within APS’ service 

territory. Also, the shopping credits provided for in the agreement are too low. 

In 1988, APS’ customer based was 582,003. In 1996, it was 717,614. In 1998, it had grown to 798,697. 1 

These figures are based on APS filed annual reports. 



Y 

2. The aggregate 6.83% rate cut over the next four years is a modest figure 

considering that A P S  has not been through a rate case since 1988. Is it enough, 

given APS’ rapid growth in its customer base since that time? And what about 

the so-called “guarantee,” even though APS reserves the right to change its rates 

in the case of an emergency? 

3. Parties to the agreement like RUCO did not perform a critical financial analysis of 

the proposal, either with regards to the consumer rate cuts or the stranded cost 

recovery for APS. Furthermore, they accepted the information provided by APS 

and AECC without analyzing its veracity. 

A P S  has not proved it is entitled to its stranded cost recovery figure. Commission 

staff estimates that under the APS methodology, stranded cost recovery should be 

4. 

*i 
approximately $110 million dollars, far below the estimated figure of $533 

million calculated by APS. Additionally, Arizona’s Court of Appeals has ruled 
Y 

that utilities do not have a “regulatory compact” with the Commission, a concept 

advance by utilities to justify their reasons for stranded cost recovery. 

5. The agreement provides for exemptions to APS to the recently passed 

Competition Rules; rules which attempt to bring about a level playing field to 

foster a competitive market in Arizona. Such exemptions render the protections 

for fair competition in the Rules meaningless. 

Attempting to bind fbture Commissions to the “benefits” bargained for by the 

parties has been challenged as unconstitutional, and -- contrary to U S ’  assertions 

made in the settlement agreement - its adoption by this Commission will create 

more litigation rather than less litigation. 

6. 



In my opinion, the APS agreement/contract passed today represents an 

affirmation of the status quo, does not promote competition through a leveled playing 

field, and contains rate cuts which could likely have been more if obtained through a rate 

case. Because the provisions contained therein are not in the public interest, I cannot 

vote in favor of the agreement, and must therefore dissent. - 

Commissioner 
zona Corporation Commission 
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1 
2 
3 
4 INTRODUCTION 

5 

6 Q. Please state your name, occupation and business address. 

7 A. 

TESTTMONY OF WlLLTAM H. HTEROmIUS 

I 

My iiainc is William H. Hicroiiynus. T aim a Vicc Prcsidciit of the coiisulting firm 

8 

9 

Charles Rivcr Associates. Inc. Charles Rivcr Associates is aii ccoiioinic and 

maiiaganciit coiisultiiig firm with offices iii Boston; Wasliiiigtoii D.C.; 

Pliiladolpliia; College Station and Houston. Tcxxnq Salt Lake City a i d  scvcral 

11 

12 

13 Q. What is your occupational background? 

14 A. 

IS 

16 

17 

18 

19 

20 

21 

22 

23 

West Coast cities as well as iiitLmiatioiia1 offices iii Europe aiid tlic Pacific. My 

busiiicss addrcss is 200 Clarciidoii Street T-33. Boston, MA 021 16. 

T have msistcd cliciits on the ccoiiomic aid inaiagcinciit issues iiivolviiig utilities 

siiicc approximately 1975. Siiicc that time. T liaw pcrfonncd iiuimcrous 

mgagcmaits for utilitics, iiidqaidait powm produccrs. govcriimciit agencies and 

otlicr parties with iiitucsts iii the industry. Siiicc approxiimatcly 1988. T liavc 

focused oii the rcstructuriiig of the electric powcr industry. iiiitially in Europe and 

the Far East and. from 1993. iii North Aincrica. Iii that context, T liavc pcrfonncd 

aigagcmm ts coiiccniiiig utility privatizat ioii lcgislat ioii; the trcatmai t aiid 

qumtificatioii of stranded cost; tlic crcatioii of regulatory and inmkct rules; asset 

valuation aid market forccas tiiig; aid inmkct powcr moiiitoriiig aid mitigation. T 

have tcstifid ~vcll over 100 tiincs bcforc state coinmissioiis, tlic Fcdual Encrgy 

Regulatory Coinmissioii (FERC), legislative bodies aid federal courts. T also 

fore the Arizoiia Corporation Coinmissioii (Commission) oii 
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1 

2 

3 

4 Q. 

5 A. 

iiuincrous occasioiis. Most rccmtly I submitted prepared written tcstiinoiiy on 

behalf of tlic Arizona Public Smiicc Coinpaiiy (APS) in Docket No. E-01 345-0 1 - 

0822. Myrcsuinc is attachd RS Exhibit W ” - I .  

What is the purpose of your testimony in this proceeding? 

I haw bcm asked by APS to coininuit 011 two issues. Tlic first is wlictlicr the 

4 scparatioii of gaicratioii froin APS, coiisistciit with the Coininissioii’s cxistiiig 

7 

x 

coinpctitioii rules a id  the APS Settlement. is iii the public iiitcrcst. Tlic socoiid is 

wlictlicr Pinnacle West Eiicrgy Corporation (PWEC). as tlic future o u m r  of the 

9 APS gcm-atioii, will liavc inarkct powcr. 

10 

1 1 SUMMARY OF CONCLUSTONS 

12 Q. Please summarize your conclusions. 

13 A. 

14 

Rcgardiiig the first qucstioii. tlic scparatioii of APS’s gamatioii is iii tlic public 

iiitacst bwausc the public iiitcrcst is best sLm-cd by tlic crcatioii of a liquid and 

15 vibrant coinpctitivc wliolcsalc inarkct. Scvcriiig tlic vertical cmiiicctioiis bctwccn 

16 

17 

18 

19 

20 

21 

22 

guicratioii and traiisinissioii inatcrially facilitates tlic crcatioii of a coinpctitivc 

wliolcsalc inarkct by rcduciiig coiiccnis about tlic cxcrcisc of vortical inarkct 

po\vcr. Eliiniiiatiiig uiiitary ratmnakiiig over the various portioiis of the utility 

aitcrprisc. especially the full sqaratioii of tlic picratioii mtity fioin the 

distribution aid custoincr s m k c  mtity. cliiniiiatcs cross-subsidization coiiccnis. 



I 
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13 

14 

15 

16 
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produces powerful cfficiciicy iiiccntivcs that did iiot exist previously. Related to 

this is the iinprovcincnt in inaiiagunciit dccisioii inakiiig for coinpcti tivc smTiccs 

as more profit-orimtcd inaiagcinmts rcplwc utility inoiiopoly inaiiagcmcnts aid 

tlicir regulators as decision inakcrs coiiccniiiig what to build. how to coiitract for 

fuels. a i d  how to opmdc gciicratiiig facilities. Second. a coinpctitivc wliolcsalc 

inakct allows customers to bmcfit as competition runoiig cfficiait gciicrators 

drivcs down prices relative to wlirit they would ham bxii  uiidm coiitiiiucd 

inoiiopoly regulation. Third. a coinpcti tivc wliolcsalc market is an csscntial 

undcrpiiiiiiiig of rctail coinpcti tioii aid. with it. the product and pricing 

iiiiiovatioiis that retail coinpctitioii can produce. 

Withiii tlic context of the WSCC market men thcrc caii be a coinpctitivc 

market cvcii if APS ranains ai1 “old fashioned” utility. vmtically iiitcgatiiig load 

a i d  gaicratioii. Ho~vcvcr. APS’s custoinms will iiot be allowed to bmcfit froin 

cithcr tlic ~vliolcsalc or rctail competitive altcniativcs if this occum. 

Tlic cxpcriciicc with gns dcrcgulation taught tlic lcssoii that scparatioii of 

the coiitrol of the trmismissioii network froin tlic coiitrol of bulk ciimgy supply is 

ai cssmtial clcmmt of crcatiiig a competitive wliolcsalc market. Bcgiiiiiiiig with 

Ordm No. 888 aid coiitiiiuiiig oii through tlic currciit campaign to cause all 

electric transmission to be controlled by RTOs that arc iiidcpuidait of gmmatioii- 

owning ciiti tics. this separation of pimation froin traiisinissioii has bccii the main 

thcinc of FERC policies to promote coinpctitivc ~vliolcsalc markets. 

Because the bulk of existing gciicratioii is. or was. owned by vmtically 
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1 

2 

3 

4 wliolcsalc and retail coinpctitioii 

reducing the conncctioii bctwccii a utility's existing gcnmation aid its load. 

Sqaratioii of coinpctitivc guimation froin rcinaining rcplatcd monopoly aititics 

is iicccssasy to cliiniiiatc potmtial cross-subsidies that could iiitcrfcrc with both 

5 1 arn aware that recent cvciits in areas near Arizona liaxic tarnished tlic 

6 

7 

8 

9 

10 

image of inarkct restructuring. 1 bclicvc tliat. allcptions of inisbcliavior 

notwitlistanding. the specific events of 2000-2001 in the WSCC arose froin a v ~ r y  

unusual combination of cvcnts that arc unlikely to recur siinultmicously and must 

be understood iii that context. It is notable that many otlicr policy decision 

inakcrs haw not bccii fazcd by the California cxpcricncc. Tlic inovanolit away 

11 

12 

13 

14 

15 

from the rcplatcd monopoly inodcl to the coinpctitivc inarkct inodcl has only 

marginally slackened its pace. In most of the U.S.. iii Europc. Asia. South 

Aincrica and parts of Africa. iiidccd cvai in a iiuinbcr of fonncrly coininuiiist 

countries. the bclicf that coinpctitivc wliolcsalc and retail cncru  markets arc 

supmior to rcgulatcd monopoly ranaiiis unshakui. 

Tuniiiig to tlic sccoiid topic ofiny testimony, potaitial inarkct power in a 
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1 Currently, the Pinnacle West coinpanics only haw power to sell during off-pak 

2 pcriods. Coinplction of Red Hawk Units 1 mid 2. and West Phoaiix Unit 5 will 

soincwliat iinprove its balance bctwcai load and rcsourccs. Hon-cvcr. load 

growth in Arizona is so rapid that these units will be absorbed before they arc on 

line. with the result that Pinnacle West still will haw insufficient rcsourccs owned 

4 

5 

6 or uiidcr currmt contract to S L ~ C  2003 loads reliably while inakiiig sales during 

7 

8 

most near-pcakpcriods. In off-pmkpcriods. they will haw power to sell. but so 

will inmy othcr scllcrs. Haicc. these shouldcr aid off-peak markets will be 

9 vigorously coinpcti t ivc. 

10 

1 1  

12 

If APS is granted its rcqucstcd variance froin the Coininission’s Rule 

1606(B) and ciitcrs into a long term contract with PWCC to s c n ~  its standard 

offer load. its net short position will bc maintained. Undcr the proposed 

13 agrcancnt with APS. PWEC would contract away its gaicratioii on a long-term 

14 

15 

16 

17 1-g 71 orous. 

18 

19 

20 

21 

22 

23 

basis. Since its ability to sell aicrgy at inarkct prices would be small, it would 

lack inarkct powcr. As is the case today. its ability to sell power to the inarkct 

would be primarily during off-pak pcriods \vlicn coinptitioii is especially 

To the cxtait that the Coininission’s final resolution of the issues in this 

mid related dockets h c s  up PWEC capacity or. more picrally allows such 

capacity to be sold into short tLmn inmkcts at inarkct rates, PWC’s  share of such 

markets will increase. Evmi in this ewnt. PWEC still will lack market powcr in 

regional powwr inmkcts (c.g. the inmkct consisting at a minimum of the Dcscrt 

Southwest mid Southmi California). In most respects. it is this largcr inmkct that 
\ 
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is appropriately considered in evaluating PWEC’s potmtial inarkct powcr. siiicc 

power pricing reflects relatively unconstrained competition across it duriiig most 

pcriods. 

The potaitial market power Rdhcriiig to nwcts locatcd within load pockets 

such as Phoenix aid Yuina is prospectively coiistraiiicd by existing APS tariff 

provisions for “must ruii” powr’ aid will continue to be coiistraiiicd by RTO 

tariff coiiditioiis once ai1 RTO becoincs opmatioiial. 

WhLrcvcr thmc is a traisi tioii from traditional regulation to co inpi  tivc 

markets, the issue ariscs m to wlictlicr the generation portion of the previously 

vcrtically iiitcgriltcd utility will have locational inarkct powcr over the custoincrs 

in the related control area. Piiiiimlc West has passed FERC’s test (thc ‘&hub and 

spoke” t a t )  to dctmniiic whether it should bc authorized to sell po-cv~r at market 

ratcs. iiicludiiig the right to sell at inarkct rates within the APS coiitrol area. Siticc 

this authority was granted, FERC has supplanted the test that Pinnacle West 

passed with a iicw a i d  inore stringent test (the “Supply Margin ASSCSSI~CI~~”). I 

have pcrfonncd this test aid find that a post-divestiture PWEC still would qualify 

for market rates in all arcas. including the APS control area. 

If the Comninissioii has any remaining coiiwmi that PWEC could have 

locatioiial inarkct power iii the APS control area. that coiicmi can be addressed 

rmdily. APS’s cus toinas arc po tda l ly  subject to PWEC cxacising inarkct 
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substaiitially cowred by bilateral coiitracts - whcthcr with PWEC (through 

PWCC) or soinc other seller - PWEC will not ham inarkct po\vcr with respect to 

tlicin. Siiicc miy well-dcsigicd rcsolution of the issues in this docket will assure 

that the APS Standard Offer Senice will be backed to a large degree by bilateral 

agrcanciits, PWEC will iiot have locatioixd market powr in tlic APS coiitrol 

area. 

THE BENEFITS OF A COMPETITWE MARKET AND NEED TO TRANSPER 

FACTLKTTTES 

10 Q. 

11 A. 

12 

13 

17 

19 

What is the current status ofmarket deregulation in the U.S.? 

A pictorial suimnary created by thc U.S. Dcpartmciit of EnLrgy is attaclicd as 

Exhibit No. WHH-2. The primary focus of the DOE analysis is 011 retail access. 

Ho~vcwr. underlying retail access in most or all iiistmiccs is wholesale market 

restructuring. According to DOE. 24 statcs plus the District of Columbia haw 

mactcd retail access by law or by regulation. These states iiicludc most of the 

Northeast and Mid-Atlaiitic. a id  inuch of the Midwest aid Southwest and Wcst 

Coast areas. The arcas without npprovcd retail access iiicludc the prairic and 

inouiitaiii states. much of the Southeast and soinc hydro-based states in the 

Nortliwcst. Arizoiia is classified as having approved retail mccss. as is correct. 

The states with approved retail acccss include oiic. California wherc access has 20 

has ucccptcd the ti,rm ofthc must run protocol us part of APS's titriti' 
i.c. price) tcrms ofthc turiffbc t'ilcd bcforc the must run portion ofthc 
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suspended and seven ivlicrc it ha9 been delayed sincc: tlic events of 2000- 

What common activities halre the states with retail access undergone? 

The activities relevant to this proceeding include sqaration of guicration. 

transmission aid distribution (aid in soinc case retailing or custoincr scnicc); 

specifically the corporate sqaratioii of gmcration cithcr into a scpaatc subsidiary 

or by divestiture to third partics or a combination of the two; creating regulatory 

structures for retail compcti tion. including providcr of las t resort regulations; and 

the creation of transitional arrangmcnts to ensure price stability and guard 

against the cxcrcisc of market power. 

You noted that a common activity in states with retail access is the separation 

o f  competitive generation from the regulated monopoly activities. Has this 

been done in all such states? 

Yes, with tlic cxccptioii of Virginia. Notably. Virginia retail access is off to a 

VLry slow stat. 

Why is the separation of the generating assets from the regulated utility a 

nearly universal element of the move to retail access? 

Tlicrc arc scvcra1 ~casmis. First. the creation of a inarkct-drivai. compcti tivc 

inarkct is swn as bmcficial in its own right. Indccd. inaiiy industry cxpcrts 

bclicvc that wliolcsalc coinpetition. not retail coinpetition. is tlic primmy bciicfit 

ini tiativcs aid tlic federal 

f the wrtically integrated 
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1 

2 

3 

4 picratioii. 

5 Q. 

6 A. 

utility uiidmniiic the basis for inaiiitaiiiiiig a regulated inoiiopoly source of 

gcncratioii. Third. both rctail aid wliolcsalc coinpcti tioii require a dccp aiid liquid 

~vl~olcsalc market. This is inadc inore difficult if tlic load-sLming utility rctaiiis its 

Please expand on the desirability oCa competitive wholesale market. 

Tlimc arc two inaiii "fathers" of tlic inovanciit to dcrcglatc electricity market. 

7 Tlic first was tlic aiialoa to otlicr inarkcts that previously were tightly rcplatcd 

8 

9 

10 

1 1  

mid tlicii dwcgulatcd. Tlicsc iiicludc rail mid inotor fmight. tclccoininuiiicatioiis. 

airliiics a i d  natural gas. Tlicsc mrlicr industry dcrcgulatioiis were sccii as a 

succcss. Tlic causes for tlic pcrccivcd succcss - rcduciiig tlw scope for vcrtical 

market powcr a i d  cross-subsidizatioii. inorc profit drivm mid innovative 
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1 

2 

3 

4 

On the inorc positive side. tlic cxpcriaicc with QF power bcgiiiiiiiig in thc 

mid-1980s aid with Excinpt Wliolcsalc Gciiaators in the early 1990s crcatcd 

coiifidciicc that iioii-utility resources could be absorbed iiito the gaimatiiig inix 

\vi thout iinpairiiig reliability. Coiifidaicc in a coinpctitivc wholesale inarkct also 

5 

6 

was ciiliaiiccd by dcvclopinciit of a iicw aid bcttcr tcclinolou for gay-fired 

gaimating cquipinait that could be built quickly aid without a iiccd for high 

7 

9 

10 

11 

fioiit-loaded rcvciiucs. Further. increasing tmdiiig voluincs anoiig utili tics. 

particularly within tlic cxistiiig “tight pools” iii the Nortlicrtst. crcatcd coiifidmcu 

that a wliolcsalc inarkct that dqaidcd oii both bilatmal coiitracts a i d  spot tradiiig 

traiisactioiis could be operated reliably aiid ccoiioinically. 

This thcii-rccait history. both iicgativc aiid positive. aloiig with 

12 

13 

iiitroductioii of competitive electricity inarkcts in the U.K.. coiitiiiciital Europe 

a i d  clscwlicrc crcatcd tlic coiifidaicr: that coinpcti tivc inarkcts for clcctrici ty 

14 could work mid providc cfficimcy bciicfits to the ccoiiomy a i d  cost baicfits to 
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1 A. Yes. I asked my staff to do a statc-by-state online search for rcinarks inadc 

2 rcccntly by such officials. Tlimc officials rmnaiii confident that tlicir inrkcts will 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

work well and provide buicfits to consuinm. I will cite a rqrcsmitativc sainplc: 

0 DLroplation in Texas took cffcct on January 1.2002. Since then. According to 

Texas Gowrnor Rick Pmy, consuiner costs Iiaw pluininctcd $1 billion due to 

rcsidmtial rate savings.’ “Texas’ succcss can be attributed to the deregulated 

market’s dcsipi. competitor strategy. and the good fortune of low wholesale 

Texas Public Utility Commissioner Rebecca Klein says that electricity 

market in Texas is “lical thy” and custoincrs that have switchcd electric supplim 

arc “alrcady seeing savings of up to 12 pucmt.”4 Toin Noel. CEO of the Electric 

Reliability Council of Tcxm (ERCOT). said that “electric dmcplation thus far 

has bem successful.” aid that. "new clcctricity suppliers haw been chosen by 

approximately 270,000 of the 5.5 inillioa Texas residents who liam gaiiicd the 

right to pick new providers on January 1 .’75 For the last three years. the Center 

for the Advaiccmmit of Encrgy Markets (CAEM) has published thc “Red Index” 

(Retail Electric Deregulation Index) which is. in their words, “a scorecard for 

17 measuring progrms on ~ r c r g y  restructuriiig.”6 CAEM uses 22 objective 
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rmtructuriiig criteria to mivc at a state’s score based oii 100 points. Tlic CAEM 

criteria me brokcii up into a competitive fraincwork clusta. a gciicratioii clusta. a 

coiisuina clustcr. a distributioii clusta, aid a coininissioii cluster. Texas took the 

top U.S. spot. iii tlic 2002 Tiidcx. with 69 poiiits. Kui Malloy. CEO of CAEM. 

said. ‘7 am coiifiduit that Tcxm custoincrs will uijoy the buicfits of electric 

coinpctitioii inucli sooiia tlimi customers iii otlia 

011 Mmcli 27. 2002, Paiiisylwiiiia’s Public Utility Coinmissioii Cliainnai G h i  R. 

Thomas and Mark Schwikcr. the Crovmior of Pciiiisylvmiia. aiiiiouiiccd. “the first 

Pciiiisylvaiiia customas will scc tlic Coinpcti tivc Traiisitioii Cliargc cliiniiiatcd 

from their bill. Duqucsiic Light custoinas will scc their rates drop bctwccii 16 

a i d  20 pacmt.”* Pmiisylvaiia’s Electric Clioicc progain has. over the last 3 

ymrs. saved customas inorc tliaii $4 billioii in electricity costs.’ Pciiiisylvaiiia 

raiks sccoiid ainoiig statcs iii tlic 2002 RED Tiidex, having rccciitly bcm 

ovcrtakm by Texas.‘” Oii February 7. 2001. in his aiiiual budget address to tlic 

Guicral Assmbly. tlicii Pciiiisylvaiiia GovLmior Tom Ridge said, “We haw 

delivered approximately $3 billioii in saviiigs. due to guaraitccd rate cuts. saviiigs 

ficnn shopping: and avoided fuel costs.” Tlicn-Pciiiisylvaii~ Public Utility 

Coinmissioii Cliainnm Joliii M. Quaiii added. “Before electricity choice. 
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Pciiiisylvaiiia clcctric rates were 15 pcrccnt above the iiatioiinl average. aid iiow 

our rates arc 4.4 pcrcuit below the iiatioiial average.”‘ ‘ 
“About 46 pcrcciit of the total ainouiit of electricity used c w y  day iii Maiiic is 

purclinscd froin coinpctitivc powcr supplims”. said Maiiic Public Utilities 

Cominissioii spokesman Phil Liiidlcy. ” “For lasgc mid inidsizc coimncrcial 

custoinms. Maiiic has inorc coinpctitioii in uimgy supply tliaii pahaps aiiy state. 

Tii Ccntral Maiiic Powcr‘s territory. for instance, 88 pcrcciit of all inaiufacturcrs 

1 

2 

3 

4 

5 

6 

7 

0 

8 

9 

a i d  othcr large power users Iiavc signed contracts with ciimgy providc-rs. For 

incdiuin usms such as supcnnarkcts. the figure is 42 p~rcciit.”’~ Maim Iinq seen 

10 

1 1  

12 

13 

14 

15 

succcss that inos t s tatcs haven’t in coii~mtiiig custoincrs to coinpcti tivc suppliers 

because tlicy use a systan whcrc “the standard offcr tracks the wliolcsalc inaskct 

up or down oii a year-to-year basis. with the cost of coinpctitivc supplies staying 

iii tlic sane raiigc. Tii most states, tlic inulti-yeas standard offcrs rate runaiiis ~ v d l  

below wliolcsalc inaskct rates this ycar aiid the iiuinbcr of users choosing 

a1 tmiativc suppli ms Iins dccl iiicd. ”“ 

16 0 011 February 1.2002. tlic Micliigaii Public Sen-ice Cominissioii (PSC) rclcnxd its 
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during 2001 . I5 To date. the Coininissioii has licciiscd 15 Etltcniativc electric 

suppliws to scnic its State's custoincrs. "Comninissioiicr Robwt Nclsoii has said 

that lie bclicvcs the state would cxpcriaicc a drmnntic iiicrcasc in coinincrcial 

load goiiig to coinpctitioii. particularly iii Detroit Edisoii's tmitory."'' The 

coininissioii ranailis coiifiduit of the succcss of retail acccss despite a slow start. 

citiiig trmsitioiial problems iiicludiiig "infmstructurc liini tations. ccoiioinic 

difficulties nationally mid statewide mid the siinplc iiccd for participants to lcmi 

IIOW to coinpctc cffcctivc~y.~~'~ 

Ohio's electric rcstructuriiig is iii the sccoiid year of a five-year inarkct 

dcvclopinait period. Alan R. Scliribcr. Chainnaii of the Public Utilities 

Coininissioii of Ohio (PUCO). rcports that 40 govLmiinciita1 aggcgators received 

ccrtificatioii fioin the PUCO and wbscqumtly their progmns 1m.c accouiitcd for 

85 pwcciit of the rcsidmtial switchiiig customws. 50 pcrcciit of the coinincrcial 

switching custoincrs mid 25 pwcciit of the iiidustrial switching custoinLrs.'* 

Thcsc coininmts focus primarily 011 retail acccss, siiicc delivering choice 

to custoincrs is a priinary motkc for utility restructuring. However. tlicsc policy- 

Marketers servitg mow hati in  &faine as staruinrci offer rate hikes toke efect, Kcmil Sen. iccs Kcport, 
C0MPITITIC)N; Pg. 5 ,  Scptcrnbcr 2#, 2001 

l5 Stotuv of' Eiectric Cornpetititin in iC.fickigan, Michigan Public Scrvicc C'ornmission: Department of 
Consumer & Industy Services, IkhuuT I ,  7007 

16 



Tcstiinoiiy of Williain H. Hicronynus 
Page IS of 40 

1 

2 

3 Q. 

4 

5 

6 

inakcrs would iiot rcinaiii bullish oii the success of retail mccss uiilcss they also 

~ v u c  coiifidmt that uiidulyiiig wliolcsalc markets also ~ v u c  competitive. 

Your summary indicated that a number of states had not embarked on 

deregulation and that some had backtracked from scheduled deregulation 

after the California experience. Why have some states shown lesser interest 

in restructuring their electricity industries? 

7 A. The reasons \my. Many of the states that have iiot undcrtakui rcstructuriiig arc 

8 

9 

10 

11 

12 

13 

14 

17 

states with low rates aiid low variable productioii costs. Low rates give rise to “if 

i t  aiii’t broke. don’t fix it.” Low variable costs cause coiiccnis that restructuring 

would cause power to be shipped to liighw cost inarkcts or. inore gciicrally. for 

low in-state pricc, to bc arbitraged against h i g h  prices iii iicarby areas. Soinc 

statcs arc primarily public power mid for both tax-related rcasoiis aiid cultural 

oiics arc reluctant to participate in markets. Soinc states may siinply be 

coiiscniativc. iiot iii the political-economic sciisc of bciiig pro-markct a i d  pro- 

capitalism. but iii the smsc of reluctant to change. Finally. iii some states a short 

Icgisldivc calciidar lim coiitributcd to failure to take up tlw issue iii prcfcmicc to 

other concLmis sccn as more pressing. 

18 

19 

20 

21 

22 

What is signal about the inotivcs for iiot moving to restructure is the 

relative absmcc of a dcfmisc of tlw status quo cxccpt in the public powcr states. 

States that liavc cschcwcd rcstructuriiig due to low gaicratioii costs do so for the 

pragmatic rcasoii that the curruit systm allows thcin to circuinvciit what 

othcrcvisc would be coiistitutioiial bmius  to measures that kccp in-state powu 
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1 

2 

3 

fioin bciiig sold iii multi-state inarkcts. Qiily Florida iniglit be coiisidcrcd to be 

affirmatively status quo. rclyiiig 011 vertically integrated utilities for inakc or buy 

dccisioiis mid prohibiting purely incrchaiit gLricrators. 

4 Q. You alluded earlier to what was going on internationally. Can you 

5 summarize briefly? 

6 A. Yes. Utility dcrcgulatioii first started iii Chile in the 1980s. In 1988, the U.K. 

7 Lrnbarkcd oii privatizing its statc-owicd electricity industry. Privatizatioii was 

8 coinplctcd in 1990. with scparatioii of gaicratioii. traiisinissioii aiid distribution. a 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 their way to restructuring. 

partial breakup of gaicmtioii (into tlircc aititics) aid liinitcd retail access. siiicc 

expanded to full retail access. with a retail access progain raiikcd m the inost 

succcsshl in tlic world. I11 1993. the European Uiiioii adopted a retail electric 

coinpctition prograin with pliascd ;UICCSS that iiow staiids at about 40 pcrcait. 

Natioiial initiatives in soinc inanbcr states resulted iii 100 pcrcciit a~~ccss. Both 

the EU and its incinbcr states have tnkcii steps to crcatc coinpctitivc uiidcrlyiiig 

wvholcsalc market,. Rcstructuriiig is coinplctc iii Australia aiid New Zcalaiid. well 

uiidcnvay in Korcn Singapore aiid Hoiig Koiig. a i d  bcgiiiiiiiig in China. Various 

South Ammican countries have rcstructurcd their inarkcts to accoininodatc iicw 

aitry mid the sale of coinpanics to iicw oniicrs. Soinc of the largcr forinm Soviet 

republics aiid satellite iiatioiis in EastLmi Europe liavc coinplctcd or arc well 011 
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1 A. The altLmintivc to the crcatioii of a coinpctitivc holcsalc inarkct is the Tiitcptcd 

2 Resource Plaiiiiiiig (TRP) process. TRP recognizes that gaicratioii aiid 

3 tmiisinission arc built to smic load ccoiioinically and reliably mid arc. in a saisc, 

4 iiitcrchaiigablc. Uiidcr TRP, dcmmid-si de incasurcs. trmisinissioii pl mining mid 

5 gaicratioii plmiiiiiig all inust be done iiitcrdcpmdaitly. 

G 

7 

8 

9 

10 

1 1  

12 

Retail access mcmis that 110 aitity cmi plaii its gciicratioii for a stable aid 

prcdictablc custoincr base for tlic siinplc rcasoii that the load that it will scnic 

caiiiiot bc prcdictcd with tlic smnc accuracy as prcyiously. Wlicrcas previously 

load uiiccrtaiiity related to the ccoiioiny mid ivcathm of a prcdctLmniiicd region. 

gaicratioii plmiiiiiig cmi 110 loiigw be based on “iiativc load” but inust reflect the 

inarkct opportuiiitics of sclliiig gciicratioii iiot only to a (rclativcly uiihio~vn) bmc 

of retail custoinms but also to tlic inarkct. 

13 Related to this is a coiiccni with cross-subsidy mid prcfaciitial sclf- 

14 

1s 

16 

17 testimony. 

18 

19 

20 

21 

22 

dcaliiig that cmi uiidcnninc the cffcctivaicss of retail coinpcti tioii. Tlicsc appear 

to have bcm tlic priiicipal rcasoiis for this Coininissioii’s approval of asset 

traiisfms 011 a iiuinbcr of previous occasions. as discussed in Mr. Jack Davis’s 

Aiiothcr break in the vcrtical cliaiii that uiidcrpiiiiicd TRP is tlic scparatioii 

of trmisinissioii plaiiiiiiig aiid opmatioii froin both guicration mid froin retail 

opcratioiis. FERC Ordm 888 required strong codes of conduct restricting 

coinmunicatioii bchvcai trmisinissioii providiiig portioiis of a utility mid thosc 

portioiis with inarkct fuiictioiis. iiicludiiig expressly thosc that buy mid sell power. 

iicd the application of thosc codes. Mom fundainciitally, 
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1 FERC's RTO iiiitiativc, togcthcr \vi th its iiisistmicc that all cssaitial trmismissioii 

2 

3 

4 

5 

6 

7 Q. 

8 

plaiiiiiiig aiid opcratioii functioiis occur at the RTO lcvcl. liavc brokcii the iicxus 

bctwccii trasisinissioii aiid gmicmtioii plmiiiiiig. Whereas previously a utility 

could t rdc  off bcbvcui gciicratioii si tiiig decisions aid trmisinissioii iiivcshnciits. 

that process cannot bc integrated, at lcmt not directly. iii ai RTO world whcrciii 

tlic RTO plstlis transmission mid incrchaiit gaicmtors site gciicratioii. 

The third summary reason why utility generating assets need to be separated 

is the need for a deep and liquid wholesale market. Why is this needed? 

9 A. 

10 

1 1  

12 

13 

14 

All markets baicfit froin inaiiy buyers aiid scllcrs aiid fioin traiisparmcy. By 

tmiisparaicy. I incaii that then: exists a inarkct price (ratlicr tliaii several prices for 

the sane product mid area) aiid that this price is visible aid hiowablc to all actors 

in the market. This iiihmmitly requires dccp aiid liquid markets. If all cxistiiig 

utility-omcd or controlled guicmtioii rcinaiiicd with the utility. thcii most of the 

powcr used by custoincrs (all of it. initially) would be outside of the inarkct mid 
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inarkct under foreseeable circumstmiccs. This gives APS aid the Coininission tlic 1 

2 

3 

luxury of deciding wlictlicr it wants the PPA 011 othcr goundy. such as price. 

reliability. fuel divcrsity aid so forth without needing to be coiicmicd about 

4 whcthcr wliolcsdc power markets will be dccp mid liquid. 

5 Q. 

6 

Your comment about California divestiture prompts me to ask what your 

basis is for the statement that the California experience has not deterred 

7 

8 A. 

9 

10 

11 

12 

13 

14 

15 wscc. 

16 

17 

18 

19 

20 

21 

22 

23 

other states and was due to causes unlikely to recur. Why is it? 

What happened in California cmi be traced to four causes, each of which is 

unlikely to affect Arizona in tlic future. Briefly. tlicsc arc: 1) a supply shortage. 

mplificd by a temporary gas shortage; 2) tlic absuicc of long-tmn contracts; 3) 

inarkct design flaws; 4) the absence of regulatory safeguards aid slomcss in 

regulatory response. The first. a shortage of supply. is the principal cause of the 

crisis. Tlic runaiiiing tlirec arc reasons why the tight supply coiiditions had such 

a great cffcct on custoincm, the California utilities and inaskcts throughout the 

The reasons for the supply shortage arc well known. For years. California 

said ‘11i0’7 to new powcr plants. Indccd. I was SCE and PG&E’s economics 

witness in tlic last CPUC proceeding in which they sought. uiisucccssfully. to gain 

CPUC permission to build a major new powcr plant. Tlint proceeding took place 

in 1980! In the late 1 %Os, California was rapidly sucking up all of tlic availablc 

surpluses in surrounding states. This arnplificd the effects of dunand growth on 

inaking supplies availablc to California disappear. Thai. tlic record shortage of 

hydro. combined with hot weather, created a need to run cssuitially a1 
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15 

16 

17 

18 

gaicratioii. This created iiilicraitly highcr inargiiial costs aiid a scllcr’s inarkct 

that was coiiducivc to the exercise of inarkct power or. at a iniiiiinuin, shortage 

pricing. Partly as arcsult of the high dLmand for ps - f i rd  gaicratioii and partly 

for other reasons. soinc of which were iiot .specific to California or the Wcst, gas 

priccs surgcd a i d  availability fell. rcsultiiig iii the cxtaisioii of high priccs into 

a i d  through the wiiitcr of 2000-2001. 

While aiothcr low raiiifall year doubtless will occur iii the future. such 

abiionnal hydro coiiditioiis will iiot be the iionn. Iinportaitly. cvai if such 

coiiditioiis recur. the conjuiictioii of low rainfall with regionally iiiadcquatc supply 

and ~vliolly price iiisaisitive dcinaiid arc coiiditioiis that arc quite unlikely. 

The absence of bilataal contracts with tLms that would liaw reflected 

inorc iionnal inarkct cxpcctatioiis incaiit that the California utilities. aid other 

buyers without sufficiait coiitracts to meet their sales obligatioiis. faced the high 

inarket priccs for much of their potvm. If the California utilities aiid other utilities 

iii the westmi U.S. had had. for example. 95 pcrcait miitract cover. I doubt that ‘ 

we would be talkiiig about California today. Thc absence of contracts sufficiait 

to cover load obligatioiis had two causes: tlic decision to iiot s i p  traisitioiial 

PPAs for divested gaicration aid a inorc gaimal prohibition on the IOUs buying 

powr outside of the PX spot inarkct. That provision. designed to assure inarkct 

liquidity. was patterned after the U.K. inarkct rules that required that all powa be 

sold through a cai t r l  spot inarkct. Hoivcvcr. while all power flowed through the 

pool iii the U.K.. bilat oiitracts wcrc still the norm. covcriiig some 90-odd 

coiitract form called “coiitracts for 
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diffcrcnccs” insulated pricing from the volatile pool price despite that tlic powr  

was bought aid sold through the pool. 

Tlic absaicc of bilateral contracts may lime had anotlicr cffcct as well. As 

I will discuss more thoroughly in connection with market power. a scllcr’s 

incaitivc to seck to drive up prices is reduced to the cxtait that it has prc-sold 

po~vcr. If all of a scllcr’s output is being sold in short tmn markets, it can 

profitably withhold a large anouiit ofpowcr in order to raise prices for tlic 

ranaiiidcr. WIiilc I am not aware of a definitive demonstration that such 

withholding occurrcd in California. the incaitivc to do so clcnrly was inapiificd 

by the lack of bilatcral sales. 

Market participants aid rcplators Iiavc lcanicd tlicsc lcssoiis. California 

load is now fully covcrcd, pcrhaps over-covcrcd. by forward contracts. TIic 

California IS0 is plainiiig market changes. particularly an installed capacity 

obligation. to insure that adequate rcsLmm exist, gciicrally covcrcd by fonvard 

contracts. 0 t h  load SLm-iiig entities in tlic region also has taka1 s tqs  to increase 

contract covcr. 

Poor market rules bear some of the blainc for die Califoniia cxpmiaicc. 

TIic “gaming” rccaitly rcvcalcd in intcnial Enroii incinoranda existed primarily to 

take adwaitage of flaws in the rules. Othcr rules, or the tootlilcssncss of existing 

rules. contributed to high costs of powcr in the TSO’s market. Rules chaiigcs. 

including market powcr mitigation procedures siiicc Iiavc bccn made to cure at 

least some of thcsc problans. 
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The last cause that T cited was a slow regulatory rcsponsc. The advcrscly 

affcctcd California partics a i d  public officials were tardy iii inakiiig use of 

available opportunities to seck redress at FERC aid initiate a refund-effective 

date under Section 206 of tlic Fcdaal Powcr Act. FERC was. at that time. Icd by 

a Chainnm who was ideologically indisposed to intcniciitioii in markets. Perhaps 

most fatally. California officials left retail prices uiichmgcd despite the high costs 

in the wholcsalc inarkct. with tlic result that the dunand rcspoiisc that would liavc 

brought supply and dcinand bcttcr into balance did not occur. Doubtless. tlicsc 

officials wmc motivated in part by mi unconditional rate frcczc that ivm part of 

the California restructuring legislation that allowed the illusion that tlic high costs 

would belabsorbed by utility investors. Again, this is a lesson that- having bcm 

lcmicd. should not be repeated. 

Tndccd. the chaigc in federal and statc vigilaiicc about the cxcrcisc of 

inarkct po~vcr. both horizontal aid vatical, ha9 bcui wry marked. Ti1 particular. 

FERC’s insistence on RTO fonnatioii has taka1 on a new urgmcy since RTO 

inarkct powa monitoring and mitigation is sccn as the principal “fioiit line” 

dcfcnsc against both the cxmcisc of inarkct power aid pining of inadequate or 

iiicfficiuit inarkct rules. Notwithstanding this role of the RTOs. the FERC itself 

has stcppcd up its inarkct power policing with proposcd new rules to cliininatc the 

time gap in which prices arc not subject to refund. new inarkct powcr tests. aid a 

new 100 person investigation and ciiforccinciit unit. 
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Siinply that the Coinmission should not retreat froin its previously mprcsscd 

bclicf in a coinpctitivc inarkct incrcly bccnwc of tlic Califonilia cxpcriaicc. At 

FERC mid mnoiig the inmlcct participaiits and policy inakcrs iii WSCC markets. 

lessons have been learned, prliaps c m i  over-lcmicd, to prcvmt a rccurruicc. 

This doc9 not incmi. however. that the Coininission should ignore the 

cxpLri~r?cc in Cdifoniin and in other inarkcts that prices can be volatile. 

Electricity is a coininodity and. like a11 coininoditics. will be prone to “boom- 

bust” cyclcs. Norcow-. as tlic inarkct price of electricity coincs iiicrcasingly to 

be dqcndciit on the price of gas, the natural volatility of prices will increase. TIic 

reduction in volatility mid in dqcndaicc on a single fuel source that is forccastcd 

to increase in price more rapidly tlian competing hcls is a substmitial bmcfit of 

uitcring into a long tcnn purchmc of aicrgy froin a guicratioii flcct utilizing a 

inixturc of fuels and tcchnologics. 

MARKET POWER 

Q. What is the purpose of  this section of your testimony? 

A. Among the ‘Track A” issucq set for hearing by the Coinmission is ‘?hc traiisfcr of 

assets mid associated market power issuw”. TIic purpose of this testimony is 

address inarkct powcr in a post-traiisfcr world. 

Please begin by defining market power. 

Market powcr is the ability? profitably. to sustain an iiicrcasc in price above a 

Q. 

A. 
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iiicrcaw prices. the firm or firms iii question must h a ~ c  tlic ability to do so. In 

my inaskct with an upward-sloping supply 

ability. albeit pmliaps only to a ininiinal cxtmt. Hciicc the next word: the action 

takm must be profitablc. If a market participant witliliolds capacity. price will 

iiicrmc. Ho~vcvm. its o m  sales will fall. The profitability calculus dcpciids 011 

wlictlicr tlic incrcasc in profits froin highcr priccs outwciglis, or not, the dcrtrcasc 

in profit resulting from lost sales. Next, tlic iiicrcasc inust be sustainable. If 

prices arc increased, rivals will react, for cxainplc by sliifiiiig output to tlic 

affected market. Entry also may occur. The Fcdmal mititrust autlioritics. i.c.. tlic 

Antitrust Division of the U.S. Dcpartinmit of Justice (DOJ) a i d  tlic Federal Trade 

Commission (FTC). and FERC teiid to regard mtry that can occur within a oiic to 

two year pcriod a? available to discipline prices. Lastly. price incream arc 

mcasurcd relative to a coinpctitivc price; in the vague words of tlic DOJffTC 

Mmgcr Guidclincs. the increase of coiicLmi can be “nnall but significant”. 

all finns liaw soinc such 

Q. How is market power exercised? 

A. Exmcisiiig inarkct p0.rt.m requires that capacity be withlicld froin tlic market. It is 

basic ccoiioinics that the pricc in a market is dctLmniiicd at the iiitmscctioii of the 

supply and dcmaid cun‘cs. By witlilioldi~ig capacity. a supplicr will rcducc 

aggregate inarkct supply, causing pricc to rise. Ccnmally. tlic stcqm tlic supply 

cuwc. tlic gcntm is thc incrcasc. Hmcc. if thcrc arc othm suppliers with 

l9 An upwadsloping supply Lurvc incans nothing Inore thm that thc pricc at which un additional amount 
of output will hc pnwidcd incrcLm as thc amount dcmwdcd incrcascs. Iior csamplc, low loads can 
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significant capacity oiily slightly inore expensive thaii tlic firm’s coinpctitivc bid 

price (tcnncd aii clastic supply coiiditioii). the attempt by the firin to raise price 

significantly will be mostly uiisucccssful aid alinost ccrtaiiily uiiprofitablc. 

Guicrlly. tlic coinpctitivc price for electricity supply is flat over broad rcgioiis. 

tlicii jumps bchvcui fuel types aiid tccliiiology, aid bccoincs stccply increasing 

only iii tlic rcgioii at the aid of the supply curve. wlicrc iiicfficiciit units with low 

but divcrsc cfficiciicy arc the oiily runaiiiiiig units. This is iixportant iii tlic 

currcnt context because tlic subs taiitial mount of coinbincd cycle capacity bciiig 

built in or near Arizoiia has quite siinilar cost cliaractcristics aid siinilas 

opportunity costs. so that this rcgioii of the supply curve is flat. This incaiis that 

only in v ~ r y  high load pcriod (wlicii all such units arc already ruiiiiiiig) or pcrliaps 

v ~ r y  low pcriods (~vlim prices arc below tlic variable costs of such units). will 

fmsiblc \vi tlilioldiiig strategies iii spot inarkcts be potciitially profi table. 

Electricity also is bclicvcd to Iiavc a quite inelastic dcinmid. That is. load 

docs iiot clmiigc inatcrially if wliolcsalc prices rise. This partly is a coiiscquciicc 

of the cssaitial iiaturc of soinc electric sLm-iccs and the fact that i t  docs iiot 

coiisuinc a largc Eunouiit of household iiicoinc or represuit a largc proportion of 

most busiiicss costs. The othcr reason, of soinc policy significance. is tariff 

dcsign. If tlic priccs cliargcd to coiisumcrs do iiot change as wliolcsalc prices 

cliaiigc, thcrc will be 110 dcinmd response. I discussed this in the context of the 

California cxpcriciicc. Many cxpcrts also bclicvc that real time price signaling. 

allowing custoincrs to avoid price spikcs by rcduciiig coiisuinptioii (or cvcii 

paying thcin to do so) would discipliiic market powcr. 
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Market power caii be exercised by a siiiglc. doiniiiaiit firm or by tlic joiiit 

actioii of multiple firms. Overtly collusivc behavior (price fixiiig or bid rigging) 

anaig crstwliilc coinpctitors is illegal aiid subject to severe saiictioii. Tacitly 

collusive behavior is iiot illegal. aiid its prcvciitioii is a major focus of incrger mid 

acquisition policy. 

Market power gciicrally is conceived of as iiivolviiig two typcs of 

activities.” Horizontal inarkct powr is what most people tliiiik of as inoiiopoly 

or oligopoly power. It flows fioin a doiniiiaiit sliarc of supply by a siiiglc firm or 

froin cooperative bcliavior mnoiig a sinal1 group of scllcrs collectively posscssiiig 

a dominant sliarc of tlic supply of a product. Wliilc this coiiditioii is iiot itself 

illegal. abuse of it or some types of efforts to crcatc it arc. A sccoiid type of 

market powx is callcd vertical market poivcr, The rclcvait example would be for 

mi OIT~~?LT of a traiisinissioii system. itself a legal inoiiopoly iii its arm, to use that 

inoiiopoly ovcr ai “cssciitial facility” to exclude or disadvantage compcti tors iii 

related activities such as gaicrtion or scwiiig retail customers. 

Ti1 this discussion. T focus oii horizoiitnl market power. That is not because 

wrtical market power is less iinportmit. Tndccd. iii electricity. scrtical market 

po\vcr has far grcatcr potciitial to dcstroy coi-npctitivc markets. Ratlicr. it is 

because the actioiis of this Coininissioii in approving gaicratioii divestiture and of 

the FERC in its ordm aiid its RTO policy already liaw focused so stroiigly 011 

prcvmting the exercise of wrtical market po‘wm. 
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1 Q. How do PERC and the antitrust authorities analyze horizontal market 

2 power? 

3 A. 

4 
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It is necessary to distinguish bct-cvccn mforccinmit - the dctcctioii and puiiisliinmt 

of illegal behavior - and pramtion. Siiicc the market poivcr issue iii this 

procccdiiig is whcthcr tlic divestiture of APS gmicratioii to PWEC will give it 

market po~vcr prospectively. I will focus on prcwitioii. 

For the past several decades. the inaiii focus of tlic mititrust authorities has 

bccii on market structure. Is a siiiglc firm so domiiimit that it clearly can cxcrcisc 

market poivcr? Is the structure of aii iiidustry so concentrated that tacitly 

collusive behavior is likely? If so. tlicy will guard against incasurcs finns might 

take to iiicrcasc coiicmtratioii or p r c s ~ m ~  a conccntratcd structure or a firm’s 

12 doiniiiaiit position. 

13 About 20 years ago. the antitrust authoritics adopted a particular incasurc 

14 
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of market concentration, called a Hcrfiiidakl-Hirshin~iii Iiidcx (HHT). This test 

measures market coiicciitratioii by summing the squares of iiidividual firm’s 

market shares. For cxmnplc. amarkct iii which thcrc arc 5 equal sized firm (i.c. 
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measures market coiicciitratioii by summing the squares of iiidividual firm’s 

market shares. For cxmnplc. amarkct iii which thcrc arc 5 equal sized firm (i.c. 

cacli has a 20 pcrcmt sliarc) would haw ail index value of 2000 (20 pcrcmt 

squared is 400; 5 tiincs 400 equals 2000). A market with a concentration of 1800 

is coiisidcrcd to bc highly coiicciitratcd mid subject to miticompctitivc behavior, 

though the standard is iiot a ‘bright line” but rathcr a test to dctmniiic whether 

furtlicr iiivcstigatioii is warraiitcd. Similarly, a siiiglc finn posscssiiig a 35 pcrcciit 

sliarc is considcrcd potciitially doininant. 
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FERC. iii 1996. adopted this methodology for lookiiig at incrgcrs. Tlic 

FERC methodology focusos 011 a “dclivcrcd price tcst” that fuiidmnciitally couiits 

as “in tlic market” all capacity that caii reach such inarkct usiiig thc physical 

traiisinissioii systcin (ix. imports arc limi tcd by transmission constraints) wi tli 

costs below or just above the inaskct price. In tcstiinoiiy bcforc this Coininissioii 

6 in 1999. iii Case No. E-01 345A-98-0473 et al.. I applied this tcst to the APS 

7 market. I coiicludcd that tlic APS inarkct area lid ai HHI of about 1200 a i d  that 
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APS’s sliarc \vas about 23 percent. Tlicsc arc ivcll below the triggm values for 

FERC and the antitrust authorities. I also iiotcd that a focus 011 tlic APS inarkct 

area likely was iiot wxraiitcd siiicc Arizoiia participates iii a widcr market 

coiisistiiig of at least SouthLwi California aid the Dcscrt Southwst. Siiicc that 

tiinc. PWEC lias added or iicarly coinplctcd additional capacity. Hoivcvcr. 

substaiitially inorc capacity lias bccii, or is being. added by otha firms aid 

transmission is bciiig cxpaidcd. Hciicc. if I rvcrc to redo this aiialysis for 

Piiiiiaclc West today. the results would show a still sinallcr inarkct sliarc for 

Tn this earlier testimony, didn’t you concede that some APS units are must 
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area. Tlicrc arc many otlicr must ruii uiiits iii tlic US.. usually but iiot always 

located iii or iicar major cities. Tlicrc arc well-established incaiis of mitigatiiig tlic 

potciitial market p o w r  of such uiiits. APS already lias created protocols for such 

mitigation iii its FERC-approved tariffs. This. or cqually robust mitigation will be 
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carried fonvard wlicii WcstCoiiiicct bccoincs opcratioiial. 

You stated that your 1999 testimony discussed market definition and 

indicated that an area larger than the APS control area was appropriate. 

Why is this? 

By way of introduction. ail aiialysis of market power always begins with tlic 

dcfiiiition of rclcvmt product mid gcogapliic markets. Hcrc, the product market 

of gcatcst iiitcrcst is electric ciicrgy. FERC simply assumes as a startiiig poiiit 

that a control area is a relevant gcogapliic market. though it iiivitcs cvidciicc of 

Imp or smaller markets aid routiiicly uscs geographic market dcfiiii tioiis that 

arc larger than coiitrol areas. It wtw simply because it is FERC’s default 

assumption that I used the APS coiitrol area as the relevant geographic market. 

hi fact. tlic powcr markets of tlic WSCC arc highly iiitcrdqmdait. 

Uiilcss traiismissioii coiistraiiits prcvciit it. mi increase in prices in oiic area draws 

powr from other areas. raisiiig prices in tliosc arms also. This coiiiicctioii of 

prices across broad rcgioiis is, to oiic dcgcc or aiiothcr. coimnoii to all 

iiitcrcoiiiicctcd po\vcr markets. APS is iiitcrcoiiiicctcd with otlicr Dcscrt 

Soutlirvcst utilitics and more importantly is strongly iiitcrconiicctcd with SoutliLm 

California. Tlic transmission capacity from Arizoiia to California is rarely if ever 

fully utilized. TIic trmimissioii capacity from California to Arizoiia is so slack 
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that the WSCC doesn’t c w i  quantify its limit. Likewise. thcrc is substantial 

capacity linking SoutliLmi to North~mi California and California to tlic Northwest 

via the DC intcrconncctioii into SouthLmi California and the California-Oregon 

intcrconncct into NortliLmi California 

California is. and is likely to remain, capacity short and shorter still in 

tLmns of cconomic mcrgy. Typical year Lrcr,g imports into California arc about 

50 billion kWli. As nii important pomr sink. it intcrconnccts priccs in tlic 

WSCC. I recall a study submitted by tlic California Attorney Gxcral’s market 

powcr cxpcrt in the state procccding that approved tlic incrgcr of SouthLmi 

California Gm asid Enom into Scinpra that found that the degree of price 

coiivcrgcncc in wcs tern power inarkcts was very high. 

In the market poww analysis that I explain lata in this testimony. I liavc 

msuincd that APS is a rclcvait gcopapliic market. In fact. in this larger 

iiitcrconncctcd market in which pr im arc dctLmnincd. PWEC’s share is qui tc 

small and it clearly lacks inarkct powcr. 

Assuming that the asset transfer takes place and that the PPA does not exist, 

would PWEC have market power in these larger markets? 

No. PWEC’s share of citliw a Dcscrt Soutliwcst-Soutlimi California or WSCC 

market would be sinall, n single digit share, cmi  if it were ficc to sell all of its 

output at inarkct ratcs in short to intLrrncdiatc term inarkcts. 
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You noted that FERC had adopted the antitrust authorities’ method of  

assessing prospective market power in 1996. Tn what context did that 

adoption take place? 

It IVW adopted in tlic Merger Policy Statmelit that indicated how FERC would 

assess tlic inarkct poivcr iinplicatioiis of mergers and acquisitions. 

Are there other contexts in which lilERC assesses prospective market power 

using other analysis methods? 

Yes. Under Scctioii 205 of tlic Fedcral Powcr Act. FERC regulates the pricing of 

wholesale transactions. Within its Section 205 authority. FERC Iias devised tests 

to dctmniiic wlicthcr scllcrs will be authorized to sell power at inarkct prices. as 

opposed, for cxanplc. to cost of sLm+x prices. 

Until recently. FERC relied on a siinplc “hub and spoke” test. On two 

separate occmioiis, in 1999 and 2000. FERC granted Pinnacle Wcst affiliates 

inarkct rate authority based at least in part on Pinnacle Wcst passing the hub and 

spoke test. 

The hub and spoke tcst ivm criticized by some FERC Coininissioims a i d  

by otlicrs, primarily on the grounds that i t  ignored transmission constraints. Last 

mtuinn. FERC adopted a new method. dubbed the “supply margin asscssinuit” as 

its standard for testing wlictlier market rate authority  vas appropriate. As 

discussed below, Piiinnclc Wcst will also pms this new tcst to danonstratc that it 

qualificq to sell power at inarkct rates. 
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Subsequently, FERC lins noted that tlic supply margin assessment test. or 

SMA. will be applied to market-bawd rate applications on ai iiitcriin basis until 

nctv analytical methods for aiialyzing inarkct power arc rcvicwcd mid adopted. 

Tlic SMA test wns further refined by FERC in AEP Potrer Miwketing, Inc., et LII., 

Docket No. ER96-2495-015. el d. 97 FERC 61.21 9 (2001) (“AEP Ordcr”). 

Would PWEC continue to meet FERC’s Requirements for market-based rate 

authority under the SMA test? 

Yes. I lime conducted the SMA test for PWEC using a summer 2003 snapshot 

aid find that tlic test is easily passed. Tlic results of tlic SMA test arc suinmarizcd 

in Exhibit No. WHH-3. 

How is the SMA test conducted? 

Tlic SMA test inensures wlictlicr a market’s peak dunaid could be inct without 

the applicant’s gcnaation. Each utility control area is dcmcd to be a sqaratc 

market. For cadi inarkct where applicants o m  or control generating resources. 

applicants are instructed to compare the applicant’s gcnaation capacity in the 

market to the difference bctwccn "Available Supply“ and peak dcmmid iii the 

inarkct (tcnncd tlic “Supply Margin”). Available Supply includes all of the 

gaicrating capacity located in the inarkct. plus imports. quantified a? the 

uncoinini ttcd capacity that cai reach tlic market using available inbound 

transmission capacity. as incasurcd by the Total Transfer Capability (TTC) value 

for all transmission lines that cntcr thc coiitrol arm? irrespective of currmit use or 

o\micrsliip. If tlic Supply Margin is grcatcr than applicant’s gaicmtion. then peak 
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citlicr for purposes of dctcrmiiiiiig what capacity is uncoininittcd or for 

dctLmniiiing load lcvcls. 

Is the SMA test regarded as a stricter test than the test previously used by 

FERC in determining whether an applicant should have the authority to sell 

at market rates? 

Yes, wry much so. First. the ability to rely 011 imports is constrained by physical 

capacity. This was not true previously, so that the amount of supply in the inarkct 

is much reduced. Second, while the previous tcst citlicr coinparcd applicants’ 

total capacity to the total capacity in thc market or its uncominittcd capacity to the 

total uiicoininittcd capacity in the market. this tcst coinbiiics applicants total 

capacity with only the uiicoininittcd capacity that can be imported. Whw the 

SMA was first ainounccd. it was widely bclicvcd to be a regulatory 

slcdgchanmcr to force utilities into RTOs, siiicc most utilities would fail the tmt 

iii thcir home inarkct. while utilitics in RTOs were cxcinpt from tlic tcst for sales 

in the RTO (including in thcir o w  market). 

What market did you analyze for purposes of  conducting the SMA test? 

FERC’s application of the SMA tcst continues to rely on control areas as the 

relevant market arcas, aid I haw analyzed APS’ control area as the rclcvant 

market. While the SMA is iiot formally applied oiily to the applicant’s own 

control ma.  i t  is most unlikely that ai applicant would fail the tcst in soinc othcr 

market area at prcsciit. 



1 Q. 

2 A. 

3 

4 

5 

6 

7 

8 

9 

10 

11 

How did you calculate Available Supply inside the APS control area? 

I iiicludcd all of tlic gaicratioii physically located inside of APS’ coiitrol area 

which includes about 6.571 MW omcd by (or uiidcr contract at tiinc of suinincr 

peak to) PWEC or its affiliates and about 5.783 M W  owicd by othcr aititics. 

including new mcrclimit capacity and capacity at jointly-oiwicd units located in 

APS’ coiitrol area. PWEC’s total includes the new mid planncd upgrades at Red 

Hawk mid West Phoaiix and APS’ purcliascs froin PacifiCorp and SRP.” TIic 

SMA tcst docs iiot rcquirc that capacity withiii tlic coiitrol area owiicd by otlicrs 

wliosc loads arc outside tlic control area be eliminated froin tlic supply margin. 

Prmuinably, this is because such owners ( c g .  El Paso Electric or Public Service 

Company of New Mexico) can usc substitute gcncratioii locattcd outside tlic 

12 

13 

14 

coiitrol arca bciiig illlalyzcd to incct load. and prcsmnably would do so if prices 

withiii thc control arm were to risc to above coinpctitivc lcvcls. Thus. tlic total 

Available Supply froin inside tlic APS control area is 12.354 M W  (6.571 MW 

15 omcd or controlled by P W C  aid 5.783 MW omcd by othcr entities). 

16 Q. 

17 

18 A. 

19 

20 

21 

How did you calculate the amount of  imports to include as part of Available 

Supply in the SMA test? 

The TTC into the APS control area is cxpcctcd to be 11.089 MW by suinincr 

2003. This total includes thc planncd transimissioii upgrdcs at Palo Vcrdc - 

Rudd. I 1mvc reduced this capacity by 2,146 MW to account for PWC’s sharc 

of Palo Vcrdc aid for Rcd Hawk. since importing their powcr from tho SRP 
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switchyard to which they arc connected USM up this mnouiit of capacity. Thus. 

the TTC that I use is 8,943 MW. 

Next, I dctcrmiiicd whether thcrc wcrc sufficimit uiicoinini ttcd gcncrating 

rcsourccs available to potuitially s ~ m c  the APS coiitrol area. T consLmiativcly 

coiisidcrcd oiily iicwly coiutructcd uiiits or those plaiincd to comc on-line by the 

suinincr of 2003. as listed iii the California Eiicrgy Commissioii’s WSCC 

Proposed Guicratiiig Database (available 011 its wcbsitc) as bciiig potaitially 

available to serve the market. The total iicw capacity in control arcas directly 

iiitcrcoiiiicctcd to APS is 23,814 MW by the suinincr of 2003. Siiicc this greatly 

cxcccds the TTC that I mn usiiig. the SMA rules h i t  imports to the 8.943 M W  of 

TTC as capacity available to the APS market. 

Please Describe the results of  your analysis. 

A suminary of tlic results of the SMA test is provided iii Exhibit No. WHH-3. 

As detailed above, the total Available Supply to the APS coiitrol area is 21.297 

MW. This total iiicludcs about 12,354 MW iiisidc the control area mid 8.943 MW 

froin outside of tlic control area. Total load in the APS coiitrol area by suimncr 

2003 is cxpcctd to be 6.127 M W .  based oii APS’ forecast iii its FERC Fonn 714 

The Supply Margiii is tlic diffcrmcc bctwccn Available Supply aid load 

and is 15,170 MW (21,297 Mvv less 6.127 MW), PWEC‘s capacity iii the market 

is 6.571 M W .  Siiicc the Supply Margin is &rater than the capacity of PWEC aid 
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uiidcr tlic SMA test. Tndccd. capacity coiitrollcd by othcrs is more tlim twice the 

coiitrol area load. 

Are there any other potential areas outside of  APS’ control area where 

PWEC is a pivotal supplier? 

No. PWEC a i d  its affiliates owii capacity at Palo Vcrdc iiitcrcoiiiicctcd to 

switchyards iii the SRP coiitrol area. ho~vcvcr PWEC is not a pivotal supplicr iii 

the SRP coiitrol area which has mpcriaiccd a significant rzlnouiit of iicw aiid 

planiicd capacity additions. especially around Palo Vcrdc. 

Please summarize your review o f  the results of FERC-mandated market 

power tests. 

Over the past few years. FERC Iias inaiidatcd thrcc inarkct p w c r  tests: the hub 

and spoke test. the incrgcr-related delivered price test. and the iicw SMA used for 

dctLmniiiatioii of inarkct ratc authority. Piiiiiaclc West. APS and its affiliates Iiavc 

qualified for inarkct ratc authority uiidcr each of these tests. bawd on the 

danoiistratioii that they lack inarkct power. individually or collectively. 

Assuming, notwithstanding your analyses and the results of  the FERC- 

mandated market power tests, that the Commission has remaining concerns 

that a post-divestiture PWCC might be able to exercise market power with 

respect to entities sewing its jurisdictional customers, can you provide 

guidance concerning how those concerns could be addressed? 

The inost obvious mc 

to a long-term coiitract. 
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Altmiativcly (or additionally) tlic Coininissioii could assure that the mtitics 

scrviiig those custoincrs (or at least the Standard Offer supplicr) arc substantially 

covcrcd by bilatcral contracts. 

W h y  does a long-term contract mitigate potential market power? 

Recall that in my gaicral discussion of inarkct power T relayed that the cxcrcisc of 

inarkct po’.vcr requires both the ability a i d  incuitivc to do so. If a supplicr 

controls sufficimt capacity that the “ability” issue is a question. tlim rcducing the 

inccntivc is a cure. To thc cxtait that PWEC has sold its energy undcr a long- 

tam contract. the pricing of which docs not float with the inarkct, i t  has no 

incuitivc to raise priccs. 

This can be sliovm in the following cxainplc. Suppose that P W C  

controls 6.000 MW of capacity. Assuinc further that withholding 1.000 M W  

fioin tlic inarkct increases the price by $3 pcr MWh. Also assuinc that tlic 

withhcld capacity would haw cmicd $8 pcr MWli in contribution to profit and 

fixed costs. The withholding is profitable; profits increase by 5,000*$3 for the 

ranainiiig capacity and fall by 1 .000* $8 for the withheld capacity. so tlic nct 

profit is $15.000 iniiius $8.000. Now assuinc that. say, 4.000 Mw of capacity has 

bccii sold in a bilatcral contract. TIic iinpact of witliliolding on the inarkct price is 

uiiaffcctcd: witlil~oldiitg 1.000 MW still increases the inarkct price by $3 per 

MWh. However. tlicrc now arc only 1 .OW M W  of PWEC capacity rccciviiig the 

elevated price. siiicc thc pricc received for the 4.000 MW of bilatcrd sales is not 

incrLrlscd. The profit calculus now is 1.000*$3 iniiius 1 .OW*$#. so tho formcrly 

profitably strategy to raise priccs is 110 longer profitable. 
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1 Q. 

2 control? 

3 A. 

4 

5 

6 

7 

8 

9 

10 

Are PWCC and its affiliates currently subject to this type o f  market power 

Yes. Currmtly. a result of the rate plan adopted in the APS Scttlunciit, APS 

hw prc-dctcnnincd retail rates through at least the first half of 2004. APS. and 

iiidccd the Pinnacle West family of companies. do not Iiavc mougIi capacity to 

supply that load. During high load coiidi tioiis, ~vlicii prices arc most susceptible 

to manipulation. the coinpany is a net buyer in the inarkct and hcncc has a 

disincentive to increase prices. Ev~rt during hours ~dicii  it has soinctliing to scll. 

tlic amount of its capacity that it must dedicate to incct APS aid wholcsalc 

rcquircincnts loads leaves it with little to sell into (or witlihold from) the inarkct. 

11 

12 

APS’s proposed long tLmn purcliascd power agccincnt with PWCC 

effectively continues the current style of initigatioii far into the future. Since APS 

13 would haw thc right to PWEC’s total capacity. aid would cxcrcisc that right with 

14 respect to most of it most of the time. P W C  would liavc little avnilablc to sell at 

IS inarkct rates and Iicncc no incentive to increase prices. 

16 Q. Is it necessary that all of PwEC’s capacity be dedicated to ALPS and 
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1 

2 

3 

4 

5 

6 

capacity that is dedicated to APS. cvcii if less tliai 100 pmcmt. tlimcby reduces 

the iiicuitivc to cxcrcisc inarkct powr. Aiiy PWEC capacity that wiiis in any 

coinpctitivc bid auctioii mid thereby gaiiis ai iiitcmncdiatc to loiig-tcm coiitmct 

similarly reduces the risk of it cxmcisiiig inarkct po~vcr. As a practical inattm. I 

caiiiiot coiiccivc of mi iinplanaitatioii of Coininissioii Rule 1606(B) that would 

iiot covcr APS’s Standard Offer load with bilatmal coiitracts, put the inajority of 

7 PWEC capacity uiidcr bilatmal contracts. or both. 

8 

9 

10 

I 1  

12 

It is iinportmit to ask tlic question. ovcr whoin is PWEC allcgcdly 

cxcrcisiiig innrkct power‘? If the Coininissioii’s policy coining out of tlicsc 

procccdiiigs results in APS’s custoincrs bciiig covcrcd by iiitmncdiatc to loiig 

tmn coiitracts with PWEC and othcr partim. as I asssum it will. tlioii APS 

Standard Offer customers havc little or no exposure to the coinpctitivc wholesale 

13 

14 

short-tcnn innrkct. SRP aiid TEP arc or will be by thm cssaitially self-rcliaiit aid 

iiot dcpaidait oii power froin PWEC. APS’s wliolcsalc custoinms arc cowrcd by 

15 

16 

FERC-regulated coiitracts. Siiicc Arizoiia loads will be substaiitially covcrcd. the 

uicrgy that PWEC would have available to sell would havc to coinpctc in a broad 

17 

18 

19 CONCLUSIONS 

20 Q. Would you please summarize your conclusions? 

21 A. 

22 

23 

rcgioiial wholesale inarkct in which its share is small. In that inarkct. thcrc caii be 

110 scrious coiiccni that PWEC could cxcrcisc inarkct powr .  

Ym. Thc Coininissioii has dctcrmincd that Arizona custoincrs arc best scnrcd by 

the creation of competitive wliolcsalc arid rctail markets. Evciits subscqu 

that policy dctcmniiiatioii havc iiot uiidcrcut. aiid to a substantial cxtmt have 
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confirmed. the soundness of that decision. I recoininaid that the Commission 

continue with its policies to restructure the Arizona electricity industry that it 

regulates. 

In furtlicrancc of creating a compcti tivc market. tlic Commission 

dctLmniiicd that the jurisdictional utilities should sqaratc their gcncrating mscts 

froin traisin issi on. distribution aid cus t omcr scnii cc func ti om. This ranaiiis 

sound policy. 

PWEC will not haw market powcr. In the larger regional inarkct in wliicli 

i t  competes. it is a small playa. Within Arizona, and in particular within the APS 

control arm, PWEC passes all of the FERC-mandated tests for market power. 

Tlic potaitial market power inliamt in its must run units will be mitigated by 

APS’s Opm Access Tariff provisions and by a future RTO’s market po.cva 

mi tigatioii measures. Any rmaining concLmis that tlic Coinmission might liavc 

can be inootcd by an intermediate to long-tcrm PPA bchvccn PWEC or PWCC 

and APS and/or by iiitcnncdiatc to Ioiig-tLmn bilateral contracts with othcr 

suppl i as. 

18 A. 

19 
20 
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William Hieronymus has consulted extensively to managements of electricity and gas 
companies, their counsel, regulators, and policymakers. His principal areas of concentration are 
the structure and regulation of network utilities and associated management, policy, and 
regulatory issues. Dr. Hieronymus has spent the last thirteen years working on the restructuring 
and privatization of utility systems in the U.S. and internationally. In this context he has 
assisted the managements of energy companies on corporate and regulatory strategy, particularly 
relating to asset acquisition and divestiture. He has testified extensively on regulatory policy 
issues and on market power issues related to mergers and acquisitions. In his twenty-plus years 
of consulting to this sector, he also has performed a number of more specific fbnctional tasks, 
including selecting investments; determining procedures for contracting with independent power 
producers; and assisting in contract negotiation, tariff formation, demand forecasting, and fbels 
market forecasting. Dr. Hieronymus has testified frequently on behalf of energy sector clients 
before regulatory bodies, federal courts, and legislative bodies in the United States and United 
Kingdom. He has contributed to numerous projects, including the following: 

ELECTRICITY SECTOR STRUCTURE, REGULATION, AND 
RELATED MANAGEMENT AND PLANNING ISSUES 

U.S. Market Restructuring Assignments 

Dr. Hieronymus advised on the formation of a Transco in response to FERC 's Order 
2000. His primary role was to advise on the concepts and details of market design. 

Dr. Hieronymus serves as an advisor to the senior executives of an electric utility on 
restructuring and related regulatory issues, and he has worked with senior management 
in developing strategies for shaping and adapting to the emerging competitive market 
in electricity. As a part of this general assignment, he has testified regarding regulatory 
filings with state agencies, evaluation of potential acquisitions, and aspects of internal 
restructuring. 

For several utilities seeking merger approval, Dr. Hieronymus has prepared and 
testified to market power analyses at FERC and before state commissions. He also has 
assisted in discussions with the htitrust Division of the Department of Justice and in 
responding to information requests. The mergers on which Dr. Hieronymus has 
testified include both electricity mergers and combination mergers involving electricity 
and gas companies. Among the major mergers where he has testified are Sempra, 
Xcel, Exelon, AEP-CSW, Dynergy-Illinois Power, Con Edison-Orange and Rockland, 
Dominion-CNG, Nisource-Consolidated Natural , Eon-LG&E and Nyseg-RG&E. 
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For utilities seeking to sell or purchase generating assets, Dr. Hieronymus has provided 
analyses concerning market power in support of submissions under sections 203 and 
205 of the Federal Power Act and analyses required by state regulatory commissions. 

For utilities and power pools engaged in restructuring activities, he has assisted in 
examining various ficcets of proposed reforms. Such analysis has included features of 
the proposals affecting market efficiency and those that have potential consequences 
for market power. Where relevan$ the analysis also has examined the effects of 
alternative reforms on the client’s financial performance and achievement of other 
objectives. 

For the New England Power Pool (NEPOOL), Dr. Hieronymus examined the issue of 
market power in connection with NEPOOL’s movement to market-based pricing for 
energy, capacity, and ancillary services. He also assisted the New England utilities in 
preparing their market power mitigation proposal. The main results of his analysis 
were incorporated in NEPOOL’s market power filing before FERC. 

For a coalition of independent generators, he provided affidavits advising FERC on 
changes to the rules under which the northeastern U.S. power pools operate. 

As part of a large planning and analysis team, Dr. Hieronymus assisted a Midwest 
utility in developing an innovative proposal for electricity industry restructuring. This 
work formed the basis for that utility’s proposals in its state‘s restructuring proceeding. 

Dr. Hieronymus has contributed substantially to projects dealing with the restructuring 
of the California electricity industry. In this context he also is a witness in Califomia 
and FERC proceedings on the subject of market power and mitigation. 

Valuation of Utility Assets in North America 

Dr. Hieronymus has testified in state securitization and stranded cost quantification 
proceedings, primarily in forecasting the level of market prices that should be used in 
assessing the future revenues and the operating contribution earned by the owner of 
utility assets in energy and capacity markets. The market price analyses are tailored to 
the specific features of the market in which a utility will operate and reflect 
transmission-constrained trading over a wide geographic area. He also has testified in 
rebuttal to other parties’ testimony concerning stranded costs, and has assisted 
companies in internal stranded cost and asset valuation studies. 

He was the primary valuation witness on behalf of a western utility in an arbitration 
proceeding concerning the value of a combined cycle plant coming off lease that the 
utility wished to purchase. 

He assisted a bidder in determining the commercial terms of plant purchase offers as 
well as assisting clients in assessing the regulatory feasibility of potential acquisitions 
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Other U.S. Utility Engagements 

0 Dr. Hieronymus has contributed to the development of several benchmarking analyses 
for US. utilities. These have been used in work with clients to develop regulatory 
proposals, set cost reduction targets, restructure internal operations, and assess merger 
savings. 

Dr. Hieronymus was a co-developer of a market simulation package tailored to region- 
specific applications. He and other senior personnel have conducted numerous multi- 
day training sessions using the package to help utility clients in educating management 
regarding the consequences of wholesale and retail deregulation and in developing the 
skills necessary to succeed in this environment. 

He has made numerous presentations to U.S. utility managements regarding the U.K. 
electricity system and, for senior U.S. utility managements, has arranged meetings with 
executives and regulators in the U.K. 

For an East Coast electricity holding company, Dr. Hieronymus prepared and testified 
to an analysis of the logic and implementation issues concerning utility-sponsored 
conservation and demand-management programs as alternatives to new plant 
construction. 

In connection with nuclear generating plants nearing completion, he has testified in 

0 

Pennsylvania, Louisiana, &zona, Illinois, Missouri, New York, Texas, Arkansas, New 
Mexico, and before the Federal Energy Regulatory Commission regarding plant-in- 
service rate cases on the issues of equitable and economically efficient treatment of 
plant costs for tariff-setting purposes, regulatory treatment of new plants in other 
jurisdictions, the prudence of past system planning decisions and assumptions, 
performance incentives, and the life-cycle costs and benefits of the units. In these and 
other utility regulatory proceedings, Dr. Hieronymus and his colleagues have provided 
extensive support to counsel, including preparation of interrogatories, cross- 
examination support, and assistance in writing briefs. 

On behalf of utilities in the states of Michigan, Massachusetts, New York, Maine, 
Indiana, Pennsylvania, New Hampshire, and Illinois, he has submitted testimony in 
regulatory proceedings on the economics of completing nuclear generating plants that 
are currently under construction. His testimony has covered the llkely cost of plant 
completion; forecasts of operatug performance; and extensive analyses of the impacts 
of completion, deferral, and cancellation upon ratepayers and shareholders. 

For utilities engaged in nuclear plant construction, Dr. Hieronymus has performed a 
number of highly confidential assignments to support strategic decisions concerning 
the continuance of construction. Areas of inquiry included plant cost, financial 
feasibility, power marketing opportunities, the impact of potential regulatory treatments 
of plant cost on shareholders and customers, and evaluation of offers to purchase 
partially completed facilities. 

For an eastern Pennsylvania utility that suffered a nuclear plant shutdown due to NRC 
sanctions relating to plant management, he filed testimony regarding the extent to 

0 
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0 

0 

e 

e 

e 

which replacement power cost exceeded the costs that would have occurred but for the 
shutdown. 

For a major Midwestern utility, Dr. Hieronymus headed a team that assisted senior 
management in devising its strategic plans, including examination of such issues as 
plant refurbishmentllife extension strategies, impacts of increased competition, and 
available diversification opportunities. 

On behalf of two West Coast utilities, Dr. Hieronymus testified in a needs certification 
hearing for a major coal-fired generation complex concerning the economics of the 
facility relative to competing sources of power, particularly unconventional sources and 
demand reductions. 

For a large western combination utility, he participated in a major 18-month effort to 
provide the client with an integrated planning and rate case management system. His 
specific responsibilities included assisting in the design and integration of electric and 
gas energy demand forecasts, peak load and load shape forecasts, and forecasts of the 
impacts of conservation and load management programs. 

For two Midwestern utilities, Dr. Hieronymus prepared an analysis of intervenor- 
proposed modifications to the utilities' resource plans. He then testified on their behalf 
before a legislative committee. 

For a major combination electric and gas utility, he directed the adaptation of a 
financial simulation model for use in resource planning and evaluation of conservation 
programs. 

U.K. Assignments 

Following promulgation of the white paper that established the general W e w o r k  for 
privatization of the electricity industry in the United Kingdom, Dr. Hieronymus 
participated extensively in the task forces charged with developing the new market 
system and regulatory regime. His work on behalf of the Electricity Council and the 
twelve regional councils focused on the proposed regulatory regime, including the price 
cap and regulatory formulas, and distribution and transmission use of system tariffs. 
He was an active participant in industry-government task forces charged with creating 
the legislation, regulatory framework, initial contracts, and rules of the pooling and 
settlements system. He also assisted the regional companies in the valuation of initial 
contract offers from the generators, including supporting their successfbl rehsal to 
contract for the proposed nuclear power plants that subsequently were canceled as 
being non-comtnercial. 

During the preparation for d o n ,  Dr. Hieronymus assisted several individual 
U.K. electricity companies in understanding the evolving system, in developing use of 
system tariffs, and in enhancing technical capabilities in power purchasing and 
contracting. He continued to advise a number of clients, including regional companies, 
power developers, large industrial customers, and financial in 

after privatization. 
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Dr. Hieronymus assisted four of the regional electricity companies in negotiating equity 
ownership positions and developing the power purchase contracts for a 1,825 megawatt 
combined cycle gas station. He also assisted clients in evaluating other potential 
generating investments including cogeneration and non-conventional resources. 

Dr. Hieronymus also has consulted on the separate reorganization and privatization of 
the Scottish electricity sector. Part of his role in that privatization included advising the 
larger of the two Scottish companies and, through it, the Secretary of State on all 
phases of the restructuring and privatization, including the drafting of regulations, asset 
valuation, and company strategy. 

He assisted one of the Regional Electricity Companies in England and Wales in the 
1993 through 1995 regulatory proceedings that reset the price caps for its retailing and 
distribution businesses. Included in this assignment was consideration of such policy 
issues as incentives for the economic purchasing of power, the scope of price control, 
and the use of comparisons among companies as a basis for price regulation. Dr. 
Hieronymus’s model for determining network refurbishment needs was used by the 
regulator in determining revenue allowances for capital investments. 

He assisted this same utility in its defense against a hostile takeover, including 
preparation of its submission to the Cabinet Minister who had the responsibility for 
determining whether the merger should be referred to the competition authority. 

Assignments Outside the U.S. and U.K. 

e 

0 

Dr. Hieronymus assisted a large state-owned European electricity company in 
evaluating the impacts of the 1997 EU directive on electricity that inter alia requires 
retail access and competitive markets for generation. The assignment included advice 
on the organizational solution to elements of the directive requiring a separate 
transmission system operator and the business need to create a competitive marketing 
function. 

For the European Bank for Reconstruction and Development, he performed analyses of 
least-cost power options and evaluated the return on a major investment that the Bank 
was considering for a partially completed nuclear plant in Slovakia. Part of this 
assignment involved developing a forecast of electricity prices, both in Eastern Europe 
and for potential exports to the West. 

For the OECD he performed a study of energy subsidies worldwide and the impact of 
subsidy elimination on the environment, particularly on greenhouse gases. 

For the Magyar Villamos Muvek Troszt, the electricity company of Hungary, Dr. 
Hieronymus developed a contract framework to link the operations of the different 
entities of an electricity sector in the process of moving from a centralized command- 
and-control system to a decentralized, corporatized system. 

For Iberdrola, the largest investor-owned Spanish electricity company, he assisted in 
development of their proposal for a fundamental reorganization of the electricity sector, 

s means of compensating generation and distribution companies, its regulation, and 
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the phasing out of subsidies. He also has assisted the company in evaluating generation 
expansion options and in valuing offers for imported power. 

Dr. Hieronymus contributed extensively to a project for the Ukrainian Electricity 
Ministry, the goal of which was to reorganize the Ukrainian electricity sector and 
prepare it for transfer to the private sector and the attraction of foreign capital. The 
proposed reorganization is based on regional electric power companies, linked by a 
unified central market, with market-based prices for electricity. 

0 At the request of the Ministry of Power of the USSR, Dr. Hieronymus participated in 
the creation of a seminar on electricity restructuring and privatization. The seminar 
was given for 200 invited Ministerial staff and senior managers for the USSR power 
system. His specific role was to introduce the requirements and methods of 
privatization. Subsequent to the breakup of the Soviet Union, Dr. Hieronymus 
continued to advise both the Russian energy and power ministry and the government- 
owned generation and transmission company on restructuring and market development 
issues. 

On behalf of a large continental electricity company, Dr. Hieronymus analyzed the 
proposed directives from the European Commission on gas and electricity transit (open 
access regimes) and on the internal market for electricrty. The purpose of this 
assignment was to forecast likely developments in the structure and regulation of the 
electricity sector in the common market and to assist the client in understanding their 
implications. 

e 

e 

For the electric utility company of the Republic of Ireland, he assessed the likely 
economic benefit of building an interconnector between Eire and Wales for the sharing 
of reserves and the interchange of power. 

For a task force representing the Treasury, electricity generating, and electricity 
distribution industries in New Zealand, Dr. Hieronymus undertook an analysis of 
industry structure and regulatory alternatives for achieving the economically efficient 
generation of electricity. The analysis explored how the industry likely would operate 
under alternative regimes and their implications for asset vahation, electricity pricing, 
competition, and regulatory requirements. 

TARIFF DESIGN METHODOLOGIES 
AND POLICY ISSUES 

Dr. Hieronymus participated in a series of studies for the National Grid Company of 
the United Kingdom and for ScottisWower on appropriate pricing methodologies for 
transmission, including incentives for efficient investment and location decisions. 

For a U.S. utility client, he directed an analysis of time-differentiated costs based on 
accounting concepts. The study required selection of rating periods and allocation of 
costs to time periods and within time perio 
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0 For EPRI, Dr. Hieronymus directed a study that examined the effects of time-of-day 
rates on the level and pattern of residential electricity consumption. 

For the EPRI-NARUC Rate Design Study, he developed a methodology for designing 
optimum cost-tracking block rate structures. 

On behalf of a group of cogenerators, Dr. Hieronymus filed testimony before the 
Energy Select Committee of the UK Parliament on the effects of prices on cogeneration 
development. 

For the Edison Electric Institute (EEI), he prepared a statement of the industry's 
position on proposed federal guidelines regarding he1 adjustment clauses. He also 
assisted EEI in responding to the U.S. Department of Energy (DOE) guidelines on cost- 
of-service standards. 

For private utility clients, Dr. Hieronymus assisted in the preparation both of their 
comments on draft FERC regulations and of their compliance plans for PURPA 
Section 133. 

For the EEI Utility Regulatory Analysis Program, he co-authored an analysis of the 
DOE position on the purposes of the Public Utilities Regulatory Policies Act (PURPA) 
of 1978. The report focused on the relationship between those purposes and cost-of- 
service and ratemaking positions under consideration in the generic hearings required 
by PURPA. 

For a state utilities commission, Dr. Hieronymus assessed its utilities' existing 
automatic adjustment clauses to determine their compliance with P URPA and 
recommended modifications. 

For DOE, he developed an analysis of automatic adjustment clauses currently 
employed by electric utilities. The focus of this analysis was on efficiency incentive 
effects. 

For the commissioners of a public utility commission, Dr. Hieronymus assisted in 
preparation of briefing papers, lines of questioning, and proposed findings of fact in a 
generic rate design proceeding. 

SALES FORECASTING METHODOLOGIES 
FOR GAS AND ELECTRIC UTILITIES 

\ 

For the White House Sub-cabinet Task Force on the future of the electric utility 
industry, Dr. Hieronymus co-directed a major analysis of "least-cost planning studiest' 
and "low-growth energy futures." That analysis was the sole demand-side study 
commissioned by the task force, and it formed an important basis for the task force's 
conclusions concerning the need for new facilities and the relative roles of new 
construction and customer side-of-the-meter programs in utility planning. 
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For a large eastern utility, Dr. Hieronymus developed a load forecasting model 
designed to interfkce with the utility’s revenue forecastlng system-planning functions. 
The model forecasts detailed monthly sales and seasonal peaks for a 10-year period. 

For DOE, he directed development of an independent needs assessment model for use 
by state public utility commissions. This major study developed the capabilities 
required for independent forecasting by state commissions and provided a forecasting 
model for their interim use. 

For several state regulatory commissions, Dr. Hieronymus has consulted in the 
development of service area-level forecasting models of electric utility companies. 

For EPFU, he authored a study of electricity demand and load forecasting models. The 
study surveyed state-of-the-art models of electricity demand and subjected the most 
promising models to empirical testing to determine their potential for use in long-term 
forecasting. 

For a Midwestern electric utility, he provided consulting assistance in improving the 
client’s load forecast, and testified in defense of the revised forecasting models. 

For an East Coast gas utility, Dr. Hieronymus testified with respect to sales forecasts 
and provided consulting assistance in improving the models used to forecast residential 
and commercial sales. 

OTHER STUDIES PERTAINING TO 
REGULATED AND ENERGY COMPANIES 

In a number of antitrust and regulatory matters, Dr. Hieronymus has performed 
analyses and litigation support tasks. These cases have included Sherman Act Section 
1 and 2 allegations, contract negotiations, generic rate hearings, ITC hearings, and a 
major asset valuation suit. In a major antitrust case, he testified with respect to the 
demand for business telecommunications services and the impact of various practices 
on demand and on the market share of a new entrant. For a major electrical equipment 
vendor, Dr. Hieronymus testified on damages with respect to alleged defects and 
associated fraud and warranty claims. In connection with mergers for which he is the 
market power expert, Dr. Hieronymus is assisting clients in responding to the Hart- 
Scott-Rodino requests issued by the htitrust Division of the U.S. Department of 
Justice. In an arbitration case, he testified as to changed circumstances affecting the 
equitable nature of a contract. In a municipalization case, he testified concerning the 
reasonable expectation period for the supplier of power and transmission services to a 
municipality. 

For a private client, Dr. I-heronymus headed a ct that examined the feasibility and 

supply costs of alternative natural gas sources and the 
ed both the fbture 
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For an industrial client considering development and marketing of a total energy 
system for cogeneration of electricity and low-grade heat, Dr. Hieronymus developed 
an estimate of the potential market for the system by geographic area. 

For the U.S. Environmental Protection Agency (EPA), he was the principal investigator 
in a series of studies that forecasted future supply availability and production costs for 
various grades of steam and metallurgical coal to be consumed in process heat and 
utility uses. 

Dr. Hieronymus has addressed a number of conferences on such issues as market power, industry 
restructuring, utility pricing in competitive markets, international developments in utility 
structure and regulation, risk analysis for regulated investments, price squeezes, rate design, 
forecasting customer response to innovative rates, intervenor strategies in utility regulatory 
proceedings, utility deregulation, and utility-related opportunities for investment bankers. 
Prior to rejoining CRA in June 200 1, Dr. Hieronymus was a Member of the Management Group 
at PA Consulting, which acquired Hagler Bailly, Inc. in October 2000. He was a Senior Vice 
President of Hagler Bailly. In 1998, Hagler Bailly acquired Dr. Hieronymus’s former employer, 
Putnam, Hayes & Bartlett, Inc. He was a Managing Director at PHJ3. He joined PHl3 in 1978. 
From 1973 to 1978 he was a Senior Research Associate at CRA. Previously, he served as a 
project director at Systems Technology Corporation and as an economist while serving as a 
Captain in the U.S. Army 
WILLIAM H. HIERONYMUS - Vice President 

Ph.0. Economics, University of Michigan 
M.A. Economics, University of Michigan 
B.A. Social Science, University of Iowa 

William Hieronymus has consulted extensively to managements of electricity and gas 
companies, their counsel, regulators, and policymakers. His principal areas of concentration are 

~ Kingdom. He has contributed to numerous projects, including the following: 

the structure and regulation of network utilities and associated management, policy, and 
regulatory issues. Dr. Hieronymus has spent the last thirteen years working on the restructuring 
and privatization of utility systems in the U.S. and internationally. In this context he has 
assisted the managements of energy companies on corporate and regulatory strategy, particularly 
relating to asset acquisition and divestiture. He has testified extensively on regulatory policy 
issues and on market power issues related to mergers and acquisitions. In his twenty-plus years 
of consulting to this sector, he also has performed a number of more specific fbnctional tasks, 
including selecting investments; determining procedures for contracting with independent power 
producers; and assisting in contract negotiation, tariff formation, demand forecasting, and fuels 
market forecasting. Dr. Hieronymus has testified frequently on behalf of energy sector clients 
before regulatory bodies, federal courts, and legislative bodies in the United States and United 
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ELECTRICITY SECTOR STRUCTURE, REGULATION, AND 
RELATED MANAGEMENT AND PLANNING ISSUES 

U.S. Market Restructuring Assignments 

0 Dr. Hieronymus advised on the formation of a Transco in response to FERC’s Order 
2000. His primary role was to advise on the concepts and details of market design. 

Dr. Hieronymus serves as an advisor to the senior executives of an electric utility on 
restructuring and related regulatory issues, and he has worked with senior management 
in developing strategies for shaping and adapting to the emerging competitive market 
in electricity. As a part of this general assignment, he has testified regarding regulatory 
filings with state agencies, evaluation of potential acquisitions, and aspects of internal 
restructuring. 

For several utilities seeking merger approval, Dr. Hieronymus has prepared and 
testified to market power analyses at FERC and before state commissions. He also has 
assisted in discussions with the Ant i t~~s t  Division of the Department of Justice and in 
responding to information requests. The mergers on which Dr. Hieronymus has 
testified include both electricity mergers and combination mergers involving electricity 
and gas companies. Among the major mergers where he has testified are Sempra, 
Xcel, Exelon, AEP-CSW, Dynergy-Illinois Power, Con Edison-Orange and Rockland, 
Dominion-CNG, Nisource-Consolidated Natural , Eon-LG&E and Nyseg-RG&E. 

For utilities seeking to sell or purchase generating assets, Dr. Hieronymus has provided 
analyses concerning market power in support of submissions under sections 203 and 
205 ofthe Federal Power Act and analyses required by state regulatory commissions. 

For utilities and power pools engaged in restructuring activities, he has assisted in 
examining various facets of proposed reforms. Such analysis has included features of 
the proposals affecting market efficiency and those that have potential consequences 
for market power. Where relevant’ the analysis also has examined the effects of 
alternative reforms on the client’s financial performance and achievement of other 
objectives. 

For the New England Power Pool (NEPOOL), Dr. Hieronymus examined the issue of 
market power in connection with NEPOOL’s movement to market-based pricing for 
energy, capacity’ and ancillary services. He also assisted the New England utilities in 
preparing their market power mitigation proposal. The main results of his analysis 
were incorporated in NEPOOL’s 

For a coalition of independent 
changes to the rules under whi 

As part of a large planning and analysis team, Dr. Hieronymus assisted a Midwest 
utility in developing an innovative proposal for electricity industry restructuring. This 

0 

power filing before FERC. 

provided aff&&s advising FERC on 
U.S. power pools operate. 
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Dr. Hieronymus has contributed SubstantialIy to projects dealing with the restructuring 
of the California electricity industry. In this context he also is a witness in California 
and FERC proceedings on the subject of market power and mitigation. 

- 

Valuation of Utility Assets in North America 

Dr. Hieronymus has testified in state securitization and stranded cost quantification 
proceedings, primarily in forecasting the level of market prices that should be used in 
assessing the future revenues and the operating contribution earned by the owner of 
utility assets in energy and capacity markets. The market price analyses are tailored to 
the specific features of the market in which a utility will operate and reflect 
transmission-constrained trading over a wide geographic area. He also has testified in 
rebuttal to other parties’ testimony concerning stranded costs, and has assisted 
companies in internal stranded cost and asset valuation studies. 

He was the primary valuation witness on behalf of a western utility in an arbitration 
proceeding concerning the value of a combined cycle plant coming off lease that the 
utility wished to purchase. 

He assisted a bidder in determining the commercial terms of plant purchase offers as 
well as assisting clients in assessing the regulatory feasibility of potential acquisitions 
and mergers. 
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Other U. S . Utility Engagements 

Dr. Hieronymus has contributed to the development of several benchmarking analyses 
for US. utilities. These have been used in work with clients to develop regulatory 
proposals, set cost reduction targets, restructure internal operations, and assess merger 
savings. 

Dr. Hieronymus was a co-developer of a market simulation package tailored to region- 
specific applications. He and other senior personnel have conducted numerous multi- 
day training sessions using the package to help utility clients in educating management 
regarding the consequences of wholesale and retail deregulation and in developing the 
skills necessary to succeed in this environment. 

He has made numerous presentations to U.S. utility managements regarding the U.K. 
efectricity system and, for senior U.S. utility managements? has arranged meetings with 
executives and regulators in the U.K. 

For an East Coast electricity holding company, Dr. Hieronymus prepared and testified 
to an analysis of the logic and implementation issues concerning utility-sponsored 
conservation and demand-management programs as alternatives to new plant 
construction. 

In connection with nuclear generating plants nearing completion, he has testified in 
Pennsylvania, Louisiana, Arizona, Illinois, Missouri, New York, Texas, Arkansas, New 
Mexico, and before the Federal Energy Regulatory Commission regarding plant-in- 
service rate cases on the issues of equitable and economically efficient treatment of 
plant costs for tariff-setting purposes, regulatory treatment of new plants in other 
jurisdictions, the prudence of past system planning decisions and assumptions, 
performance incentives, and the life-cycle costs and benefits of the units. In these and 
other utility regulatory proceedings, Dr. Hieronymus and his colleagues have provided 
extensive support to counsel, including preparation of interrogatories? cross- 
examination support, and assistance in writing briefs. 

On behalf of utilities in the states of Michigan, Massachusetts, New York, Maine, 
Indiana, Pennsylvania, New Hampshire, and Illinois, he has submitted testimony in 
regulatory proceedings on the economics of completing nuclear generating plants that 
are currently under construction. His testimony has covered the likely cost of plant 
completion; forecasts of operating performance; and extensive analyses of the impacts 
of completion, deferral, and cancellation upon ratepayers and shareholders. 

For utilities engaged in nuclear plant construction, Dr. Hieronymus has performed a 
number of highly confidential assignments to support strategic decisions concerning 
the continuance of construction. Areas of inquiry included plant cost, financial 
feasibility, power marketing opportunities, the impact of potential regulatory treatments 
of plant cost on shareholders and customers, and evaluation of offers to mrchase 
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which replacement power cost exceeded the costs that would have occurred but for the 
shutdown. 

For a major Midwestern utility, Dr. Hieronymus headed a team that assisted senior 
management in devising its strategic plans, including examination of such issues as 
plant rehrbishmentnife extension strategies, impacts of increased competition, and 
available diversification opportunities. 

On behalf of two West Coast utilities, Dr. Hieronymus testified in a needs certification 
hearing for a major coal-fired generation complex concerning the economics of the 
facility relative to competing sources of power, particularly unconventional sources and 
demand reductions. 

For a large western combination utility, he participated in a major 1 %month effort to 
provide the client with an integrated planning and rate case management system. His 
specific responsibilities included assisting in the design and integration of electric and 
gas energy demand forecasts, peak load and load shape forecasts, and forecasts of the 
impacts of conservation and load management programs. 

For two Midwestern utilities, Dr. Hieronymus prepared an analysis of intervenor- 
proposed modifications to the utilities' resource plans. He then testified on their behalf 
before a legislative committee. 

For a major combination electric and gas utilrty, he directed the adaptation of a 
financial simulation model for use in resource planning and evaluation of conservation 
programs. 

U.K. Assignments 

Following promulgation of the white paper that established the general framework for 
privatization of the electricity industry in the United Kingdom, Dr. Hieronymus 
participated extensively in the task forces charged with developing the new market 
system and regulatory regime. His work on behalf of the Electricity Council and the 
twelve regional councils focused on the proposed regulatory regime, including the price 
cap and regulatory formulas, and distribution and transmission use of system tariffs. 
He was an active participant in industry-government task forces charged with creating 
the legislation, regulatory k e w o r k ,  initial contracts, and rules of the pooling and 
settlements system. He also assisted the regional companies in the valuation of initial 
contract offers from the generators, including supporting their successll refusal to 
contract for the proposed nuclear power plants that subsequently were canceled as 
being non-commercial. 

During the preparation for privatization, Dr. Hieronymus assisted several individual 
U.K. electricity companies in understanding the evolving system, in developing use of 
system tariffs, and in enhancing technical capabilities in power purchasing and 
contracting. He continued to advise a number of clients, including regional companies, 
power developers, large industrial customers, and financial institutions on the U.K. 
power system for a number of years after privatization. 
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Dr. Hieronymus assisted four of the regional electricity companies in negotiating equity 
ownership positions and developing the power purchase contracts for a 1,825 megawatt 
combined cycle gas station. He also assisted clients in evaluating other potential 
generating investments including cogeneration and non-conventional resources. 

Dr. Hieronymus also has consulted on the separate reorganization and privatization of 
the Scottish electricity sector. Part of his role in that privatization included advising the 
larger of the two Scottish companies and, through it, the Secretary of State on all 
phases of the restructuring and privatization, including the drafting of regulations, asset 
valuation, and company strategy. 

He assisted one of the Regional Electricity Companies in England and Wales in the 
1993 through 1995 regulatory proceedings that reset the price caps for its retailing and 
distribution businesses. Included in this assignment was consideration of such policy 
issues as incentives for the economic purchasing of power, the scope of price control, 
and the use of comparisons among companies as a basis for price regulation. Dr. 
Hieronymus 's model for determining network refurbishment needs was used by the 
regulator in determining revenue allowances for capital investments. 

He assisted this same utility in its defense against a hostile takeover, including 
preparation of its submission to the Cabinet Minister who had the responsibility for 
determining whether the merger should be referred to the competition authority. 

Assignments Outside the U.S. and U.K. 

Dr. Hieronymus assisted a large state-owned European electricity company in 
evaluating the impacts of the 1997 EU directive on electricity that inter alia requires 
retail access and competitive markets for generation. The assignment included advice 
on the organizational solution to elements of the directive requiring a separate 
transmission system operator and the business need to create a competitive marketing 
function. 

For the European Bank for Reconstruction and Development, he performed analyses of 
least-cost power options and evaluated the return on a major investment that the Bank 
was considering for a partially completed nuclear plant in Slovakia. Part of this 
assignment involved developing a forecast of electricity prices, both in Eastern Europe 
and for potential exports to the West. 

For the OECD he performed a study of energy subsidies worldwide and the impact of 
subsidy elimination on the environment, particularly on greenhouse gases. ' 

For the Magyar Villamos Muvek Troszt, the electricity company of Hungary, Dr. 
Hieronymus developed a contract framework to link the operations of the different 
entities of an electricity sector in the process of moving from a centralized command- 
and-control system to a decentralized, corporatized system. 

For Iberdrola, the largest investor-owned Spanish electricity company, he assisted in 
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the phasing out of subsidies. He also has assisted the company in evaluating generation 
expansion o@ons and in valuing offers for imported power. 

Dr. Hieronymus contributed extensively to a project for the Ukrainian Electricity 
Ministry, the goal of which was to reorganize the Ukrainian electricity sector and 
prepare it for transfer to the private sector and the attraction of foreign capital. The 
proposed reorganization is based on regional electric power companies, linked by a 
unified central market, with market-based prices for electricity. 

0 

e 

e 

At the request of the Ministry of Power of the USSR, Dr. Hieronymus participated in 
the creation of a seminar on electricity restructuring and privatization. The seminar 
was given for 200 invited Ministerial staff and senior managers for the USSR power 
system. His specific role was to introduce the requirements and methods of 
privatization. Subsequent to the breakup of the Soviet Union, Dr. Hieronymus 
continued to advise both the Russian energy and power ministry and the govement- 
owned generation and transmission company on restructuring and market development 
issues. 

On behalf of a large continental electric@ company, Dr. Hieronymus analyzed the 
proposed directives from the European Commission on gas and electricity transit (open 
access regimes) and on the internal market for electricity. The purpose of this 
assignment was to forecast likely developments in the structure and regulation of the 
electricity sector in the common market and to assist the client in understanding their 
implications. 

For the electric utility company of the Republic of Ireland, he assessed the likely 
economic benefit of building an interconnector between Eire and Wales for the sharing 
of reserves and the interchange of power. 

For a task force representing the Treasury, electricity generatmg, and electricity 
distribution industries in New Zealand, Dr. Hieronymus undertook an analysis of 
industry structure and regulatory alternatives for achieving the economically efficient 
generation of electricity. The analysis explored how the industry likely would operate 
under alternative regimes and their implications for asset valuation, electricity pricing, 
competition, and regulatory requirements. 

TARIFF DESIGN METHODOLOGIES 
AND POLICY ISSUES 

Dr. Hieronymus participated in a series of studies for the National Grid Company of 
the United Kingdom and for ScottishPower on appropriate pricing methodologies for 
transmission, including incentives for efficient investment and location decisions. 

For a U.S. utility client, he directed an analysis of time-differentiated costs based on 
accountmg concepts. The study required selection of rating periods and allocation of 
costs to time periods and within time periods to rate classes. 
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For EPRI, Dr. Hieronymus directed a study that examined the effects of time-of-day 
rates on the level and pattern of residential electricity consumption. 

For the EPRI-NARUC Rate Design Study, he developed a methodology for designing 
optimum cost-tracking block rate structures. 

On behalf of a group of cogenerators, Dr. Hieronymus filed testimony before the 
Energy Select Committee of the UK Parliament on the effects of prices on cogeneration 
development. 

For the Edison Electric LnstitUte (EEI), he prepared a statement of the industry's 
position on proposed federal guidelines regarding fuel adjustment clauses. He also 
assisted EEI in responding to the U.S. Department of Energy (DOE) guidelines on cost- 
of-service standards. 

For private utility clients, Dr. Hieronymus assisted in the preparation both of their 
comments on draft FERC regulations and of their compliance plans for PURPA 
Section 13 3. 

For the EEI Utility Regulatory Analysis Program, he co-authored an analysis of the 
DOE position on the purposes of the Public Utilities Regulatory Policies Act (PURPA) 
of 1978. The report focused on the relationship between those purposes and cost-of- 
service and ratemaking positions under consideration in the generic hearings required 
by P W A .  

For a state utilities commission, Dr. Hieronymus assessed its utilities' existing 
automatic adjustment clauses to determine their compliance with PURPA and 
recommended modifications. 

For DOE, he developed an analysis of automatic adjustment clauses currently 
employed by electric utilities. The focus of this analysis was on efficiency incentive 
effects. 

For the commissioners of a public utility commission, Dr. Hieronymus assisted in 
preparation of briefing papers, lines of questioning, and proposed findings of fact in a 
generic rate design proceeding. 

SALES FORECASTING METHODOLOGIES 
FOR GAS AND ELECTRIC UTILITIES 

0 For the White House Sub-C Task Force on the h h r e  of the electric utility 
industry, Dr. Hieronymus co-directed a major analysis of "least-cost planning studies" 
and "low-growth energy futures." That analysis was the sole demand-side study 
commissioned by the task force, and it formed an important basis for the task force's 
conclusions concerning the need for new facilities and the relative roles of new 
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For a large eastern utility, Dr. Hieronymus developed a load forecasting model 
designed to interface with the utility's revenue forecasting system-planning functions. 
The model forecasts detailed monthly sales and seasonal peaks for a 1 0-year period. 

For DOE, he directed development of an independent needs assessment model for use 
by state public utility commissions. This major study developed the capabilities 
required for independent forecasting by state commissions and provided a forecasting 
model for their interim use. 

For several state regulatory commissions, Dr. Hieronymus has consulted in the 
development of service area-level forecasting models of electric utility companies. 

For EPRI, he authored a study of electricity demand and load forecasting models. The 
study surveyed state-of-the-art models of electricity demand and subjected the most 
promising models to empirical testing to determine their potential for use in long-term 
forecasting. 

For a Midwestern electric utility, he provided consulting assistance in improving the 
client's load forecast, and testified in defense of the revised forecasting models. 

For an East Coast gas utility, Dr. Hieronymus testified with respect to sales forecasts 
and provided consulting assistance in improving the models used to forecast residential 
and commercial sales. 

OTHER STUDIES PERTAINING TO 
REGULATED AND ENERGY COMPANIES 

In a number of antitrust and regulatory matters, Dr. Hieronymus has performed 
analyses and litigation support tasks. These cases have included Sherman Act Section 
1 and 2 allegations, contract negotiations, generic rate hearings, ITC hearings, and a 
major asset valuation suit. In a major antitrust case, he testified with respect to the 
demand for business telecommunications services and the impact of various practices 
on demand and on the market share of a new entrant. For a major electrical equipment 
vendor, Dr. Hieronymus testified on damages with respect to alleged defects and 
associated fiaud and warranty claims. In connection with mergers for which he is the 
market power expert, Dr. Hieronymus is assisting clients in responding to the Hart- 
Scott-Rodino requests issued by the Antitrust Division of the U.S. Department of 
Justice. In an arbitration case, he testified as to changed circumstances affecting the 
equitable nature of a contract. In a municipalization case, he testified concerning the 
reasonable expectation period for the supplier of power and transmission services to a 
municipality. 

For a private client, Dr. Hieronymus headed a project that examined the feasibility and 
value of a major synthetic natural gas project. The study analyzed both the future 
supply costs of alternative natural gas sources and the effects of potential changes in 
FPC rate regulations on project viability. The analysis was used in preparing contract 
negotiation strategies. 
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For an industrial client considering development and marketing of a total energy 
system for cogeneration of electricity and low-grade heat, Dr. Hieronymus developed 
an estimate of the potential market for the system by geographic area. 

For the U.S. Environmental Protection Agency (EPA), he was the principal investigator 
in a series of studies that forecasted future supply availability and production costs for 
various grades of steam and metallurgical coal to be consumed in process heat and 
utility uses. 

Dr. Hieronymus has addressed a number of conferences on such issues as market power, industry 
restructuring, utility pricing in competitive markets, international developments in utility 
structure and regulation, risk analysis for regulated investments, price squeezes, rate design, 
forecasting customer response to innovative rates, intervenor strategies in utility regulatory 
proceedings, utility deregulation, and utility-related opportunities for investment bankers. 
Prior to rejoining CRA in June 2001, Dr. Hieronymus was a Member of the Management Group 
at PA Consulting, which acquired Hagler Bailly, Inc. in October 2000. He was a Senior Vice 
President of Hagler Bailly. In 1998, Hagler Bailly acquired Dr. Hieronymus’s former employer, 
Putnam, Hayes & Bartlett, Inc. He was a Managing Director at PHB. He joined PHB in 1978. 
From 1973 to 1978 he was a Senior Research Associate at CRA. Previously, he served as a 
project director at Systems Technology Corporation and as an economist while serving as a 
Captain in the U.S. Army 
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Exhbit No. WHHS 

Key 

PWEC (owned) '' 5,751 
PWEC (contracts) a20 

6,571 [A] 

Mercbant CapacHy (owner) 
Gila River 1 4  (PandmECO) 
Desert Basin (Reliant) 

Existing Capacity (exdudes PWEC afffllate 
Four Corners 1,258 

3,193 
Navajo 1,935 

Subtotal: Existing Capaclly at Jointly-Owned Units 

Subtotal: Non-PWEC Internal Generation 5,783 [E] 

Total Local Generation: 1 2,354 [C] = [A] -+ [B] 

Imports 8,943 [DI 

Available Supply 2 1,297 E]= IC] +[Dl 

Peak Control Area (APS) Load 6,127 [I=] 

Supply Margin 15,170 [G] =[E] - [q 
is (A] < [G] 3 

Non-PWEC Affiliated Generation In Excess of Load 8,599 [E] -[A] - [FJ 
(or. [GI - [All 

e and 340 MW purcha 
uced by APS' share of 
h m  2000 FERC Form 

h ~ : / / ~ . c c . s t a t e . a ~ u ~ t i l i t y l e l e c t n ' c O 5  lads 1 606.pJf 
Only units categorized as Operational. Under construction, or Regulabry 
and with on-line dates prior lu summer 2003 a-a iduded in totals from W 
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